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NERALLY speaking, it is a brave man who will permit 
his old essays and addresses to be dug out of journal 


files and republished in book form, with conventional 
dust jacket and blurb. Bound to seem trite to the reader who 
profited by them on their original publication, to younger readers 
who now come upon them ior the first time they are likely to seem 
exercises in intellectual antiquarianism—naive voices out of a past 
now gone and vicariously relived only with effort.? Nevertheless 
these collections should be welcomed. They may contain much 
that is of no current significance, but they also make available 
some contributions of permanent, even classic, value, which would 
otherwise be lost. Currently and in after-years the collected es- 
says of any well-known economist will be valuable to the student 
of the history of economic thought, both as documentary data 
on the economist’s own attitudes and development and as evi- 
dences of the intellectual and social interests of his time. This 


* The Backward Art of Spending Money, and Other Essays (1937). 

2 These remarks apply in only limited degree to Mitchell’s essays. Only five of 
those reprinted in this collection are of pre-war date, and only five more date from 
the pre-depression 1920’s. The remaining seven were published in the 1930's, two 
as late as 1936. 
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will be especially true in the case of those economists, now appar- 
ently increasing in number, who produce few books (and those 
mainly monographic) and no systematic general treatises. 

Mitchell is among this number. Amid all his varied activities 
he has from the beginning of his career devoted his main energies 
to research and the direction of research, and has published his 
major contributions as monographic results of his researches.* 
His journal articles, not numerous, represent a minor part of his 
contribution to economics. 

Aside from his lifelong work on the business cycle, Mitchell has 
made few substantive contributions to economic theory, at least 
as that term is usually understood. In this volume the only posi- 
tive contributions to theory are the paper on “Making Goods 
and Making Money,” which shows the influence of Veblen’s dis- 
tinction between industrial and pecuniary employments, and the 
essay on “The Réle of Money in Economic Theory,” which has 
long taken rank as a classic. Hardly less significant, however, by 
way of critical analysis, are “‘Bentham’s felicific calculus,” 
“Postulates and Preconceptions of Ricardian Economics,” 
“‘Wieser’s Theory of Social Economics,” and ‘Commons on Insti- 
tutional Economics.”’ The rest of the essays deal with the nature, 
function, and methodology of economics, conceived of not as an 
academic discipline but as a purposive social science. 


I. MITCHELL’S PHILOSOPHY OF THE NATURE AND METHOD 
OF ECONOMICS 
In a round-table discussion with Professors Viner, Hollander, 
and E. B. Wilson at the American Economic Association meeting 
of 1927, Mitchell declared that he did not share the impression 
that a controversy over method was impending among American 
economists, that he saw “no need for controversy on the problem 
of how to work,” and “that we shall let our different predilections 


3 Aside from those monographs of the National Bureau of Economic Research 
which embody the results of research which Mitchell either directed or in which he 
co-operated, his major publications consist of his two well-known monographs on the 
greenbacks (A History of the Greenbacks [1903] and Gold, Prices, and Wages under 
the Greenback Standard [1908]) and his two monumental works on the business cycle 
(Business Cycles [1913] and Business Cycles, the Problem and Its Setting [1927)). 
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and opinions involve us in a controversy upon methods at large 
seems .... almost as improbable as it would be deplorable.’ 
Again, in his address at the one hundred and seventy-fifth anni- 
versary of the founding of Columbia University, he saw “a signifi- 
cant sign of the experimental temper of the time” in “the subsi- 
dence of controversy about the larger issues of economic theory.”’s 
In the round-table discussion above referred to, he expressed the 
conviction that “qualitative and quantitative analysis are be- 
coming so interwoven in economics that it will soon seem pedantic 
to question the indispensability of either,” and that “fone who 
elaborates statistical series in ingenious ways may get as far out 
of touch with reality as one who excogitates a set of speculative 
assumptions.” On balance, therefore, Mitchell’s present attitude 
seems to be one of tolerance toward all methods of analysis, but 
with the conviction that “the trend of current work sets strongly 
in the direction of dealing directly with the concrete and the ac- 
tual rather than with the abstract and the imaginary.’ 
Mitchell, however, has not always spoken in quite this con- 
ciliatory spirit. When assembled under one cover his essays and 
addresses are a revelation of the extent to which his thought has 
been concerned with the method and purpose of economics, and 
much that he has written has been a challenge to methodological 
controversy. However much we may decry such controversy, 
and however fully we may agree that mere controversy, in con- 
trast to constructively critical discussion, is usually fruitless, it 
remains a fact that the rise and development of Veblenian institu- 
tionalism in this country has been a tremendous stimulus not 
only to methodological controversy but to re-examination of the 
nature of economics and the proper function of the economist. 
To the general challenge thrown down by institutionalism 
Mitchell has added a specific challenge in his reiterated conten- 
tion that scientific economics must be not only empirical but 
quantitatively or statistically empirical. Whether Mitchell has 
thought that the only scientific way of carrying forward and im- 


4 American Economic Review, Supplement, Vel. XVIII (March, 1928); Essays, 
p. 38. 
5 “Economics, 1904-1929,” Essays, p. 404. 6 Ibid., p. 400. 
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plementing Veblen’s work is by laborious statistical analysis we 
need not attempt to say, but it is worthy of remark that in re- 
sorting to statistics as the main instrument of economic analysis 
Mitchell is using a tool which Veblen rarely used, and is, more- 
over, sharpening the probability of methodological dissent. In 
the main it is to be feared that the publication of Mitchell’s 
essays in book form is quite as likely to stir up further discussion 
on the nature and purpose of economics as it is to pour oil on 
troubled waters. It can hardly be said that belief that contro- 
versy over abstract generalities of methodology has happily 
ceased is well founded. It is true that such discussions have prac- 
tically disappeared from American economic journals—but only 
to appear in journals of a more philosophical complexion. 

Mitchell’s evident belief that deductive analysis is on the wane 
must be regarded as wishful thinking, as a survey of the current 
English and American economic journals will abundantly prove. 
Probably not within the memory of man has as much printer’s 
ink been spent on pure theory as today. Certainly one of the 
most striking features of economic thought at the present time 
is the prevalence of sheer mathematical logic without a shred of 
factual data. There can be no doubt that this particular approach 
intrigues an increasing number of brilliant young economists. It 
may appeal to them because it seems to free them from the value- 
judgments which they associate, rightly or wrongly, with institu- 
tional economics. Whether it leads only to a blind alley of sterile 
logic or will, in spite of its abstruseness and far removal from ac- 
tualities, eventually throw a light on fundamental economic reali- 
ties that no amount of statistics or institutional history can 
throw, time only can decide. 

Meanwhile we must recognize at once that Mitchell’s economic 
philosophy is not merely a negative reaction to als ob deduction 
and hedonistic assumptions. It is also a highly positive philos- 
ophy. If the present writer has correctly read the pattern of 
Mitchell’s thought as revealed in these essays and addresses, it is 
built on the design of the following basic principles: 

1. Rationalistic hedonism as the foundational hypothesis of 
econmmic motivation must be discarded once for all and in its 
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place be substituted appeal to realistic, behavioristic, and social 
psychology. 

2. Deductive theory, especially the als 0b theory of the mathe- 
matical equilibrium school, can at best give but doubtful and 
limited help in understanding the processes of an actual economic 
society. 

3. Economics must be a concrete and realistic study of institu- 
tional habits and relations, and these must be regarded not as 
fixed but as continually changing; hence economics is not only an 
institutional, but a dynamic and evolutionary, science. 

4. Economics is only one of several sciences studying human 
behavior; hence we must have far more mutual understanding and 
co-operation between the various social sciences than we have thus 
far attained. 

5. Where the available data make it feasible, the most exact 
method of studying economic life is the statistical analysis of 
mass behavior. 

6. Many productive economic researches are beyond the finan- 
cial resources of individual scholars; hence there is imperative 
necessity of well-financed and expertly directed research organi- 
zations. 

7. Economics should be a functional science; it has but one 
fundamental raison d’étre—the furtherance of economic welfare. 

8. Economic planning is inevitable whether we think it feasible 
or not. Hence we had better organize to do the job as well as 
we can. A properly organized National Economic Council would 
perhaps have but modest success in dealing with the more diffi- 
cult and important issues, but it would function more construc- 
tively than pressure groups or inspirational politicians. 

These principles of methodology, point of view, and purpose 
are not neatly and symmetrically worked out to a system. A 
consistent philosophy, to be sure, runs implicitly through the en- 
tire collection of essays, but its ruling principles are nowhere 
assembled into an integrated whole. This task is unfortunately 
left to the reader. Nevertheless, the conception of the nature and 
function of economic science derived from the above principles 
gives the clue to the significance of all that Mitchell has written. 
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In summary, Mitchell’s view is that economics must be not only 
empirical, quantitative, institutional (or behavioristic), and real- 
istic, but purposeful and useful—in short, functional welfare eco- 
nomics. 

The basic criterion of the validity and usefulness of economic 
research, in Mitchell’s view, is that it shall be realistic. This 
means that we must deal with concrete factual data, with as 
much theory as is necessary for the clear definition of concepts. 
It is not the function of deductive theory to discover problems for 
empirical research to work on, but rather the reverse. The main 
function of deductive theory in economics seems to lie in the 
consideration of problems derived from quantitative data. In any 
case, deductive theory has no scientific standing or validity— 
that is, any verifiable validity—aunless it is combined with em- 
pirical tests of the assumpzions on which it is based or the results 
at which it arrives. To the extent that economics permits itself 
to deal with motives at all, these motives must be inferred from 
objective behavior. It is unscientific to proceed on hypothetical 
motives, hedonistic or otherwise, set up beforehand as a ready-to- 
wear explanation of objective behavior. Tied in loosely with these 
objective and quantitative criteria is the institutional idea. 
Mitchell’s Veblenian institutionalism seems to boil down to sub- 
stantially this: that men in the mass, at any given time and in 
any given culture-complex, behave in certain standardized ways, 
according to uniform but not simple patterns; these patterns 
undergo an evolutionary drift which can be roughly measured by 
the statistical device of time series and which with adequate em- 
pirical analysis is amenable to some degree of rational control 
and direction. 

While Mitchell’s institutionalism may be taken as a derivative 
and even as a rationalization of his skepticism as to the hedonistic 
assumptions and the deductive logic of classical and neoclassical 
economics, this need in no way detract from the cogency and 
validity of his fundamental views as to the nature and purpose of 
economic science or of his faith in the feasibility of rational direc- 
tion of economic evolution. Nevertheless, if we wish to evaluate 
Mitchell’s thought as presented in these essays, we are com- 
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pelled to note that he has devoted much space to consistently 
maintained attack on deductive theory. It is possible that the 
uncautious reader will see in some of Mitchell’s animadversions a 
general rejection of theory and all its works. Such interpretation 
of Mitchell’s position would be erroneous. For he is fully aware 
of the fact that we cannot do effective thinking without deductive 
theorizing, and that many of our working hypotheses come to us 
in that way. He makes his attack on certain kinds of deductive 
theory, or on theory misused, or on theory attempting to stand 
by itself in isolation from the corrective guidance of the facts of 
the actual institutional world. In short, what he fundamentally 
objects to is the putting forth of principles derived, however logi- 
cally, from als ob assumptions as an explanation of actual econom- 
ic phenomena, and, still more, to the als 0b theorist coming down 
out of his ivory tower and presuming to give practical advice on 
the basis of his hypothetical speculations. 

Mitchell more or less implicitly associates deductive theory 
with hedonistic postulates. Such postulates are not logically im- 
perative, however, since a logically consistent (non-Euclidean) 
system of economic theory could be built up on non-hedonistic 
assumptions. The association is natural, however, because all 
orthodox theory has been evolved on some sort of hedonistic as- 
sumption. Practically, also, it is difficult to see how it could be 
otherwise, if economics deals with the activities of businessmen 
and laborers, and if hedonism be conceived not in the narrow 
Benthamite sense, but in terms of seeking satisfiers and avoiding 
annoyers. Seeking and avoiding may be calculatingly rational or 
they may be tropismatic and instinctive, impulsive, or culturally 
patterned habits. It is the assumption of rational hedonism—the 
constant, reasoned, and calculating pursuit of pleasure and avoid- 
ance of pain—to which Mitchell objects, when it is made the one 
dominating postulate on which understanding of economic be- 
havior is sought. 

Mitchell’s critical attitude toward deductive economics, like 
his institutionalism, was originally derived from the profound in- 
fluence of Veblen, whose attack on classical hedonism came at the 
time when instinct psychology, which he accepted and built upon, 
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was in the ascendant. A psychology which finds the springs of 
action in instinct, innate tendencies, or natural bents, rather than 
in (or in addition to) rational desire, would appeal to one, like 
Veblen, who had had abundant personal occasion to observe the 
irrational sentiments, prejudices, and habituations of people. On 
the decline of instinct psychology, its successors, behaviorism, 
Gestalt psychology, even psychoanalysis, and their related social 
psychology, all seem to confirm the idea that human motives 
must in their very nature be nonrational, except when they con- 
cern instrumental policy. These psychologies naturally appeal to 
a Veblenian institutionalist already convinced of the important 
role played by nonrational motivation in the economic as in other 
phases of human behavior. 

But Veblen’s attack on the classical and neoclassical economists 
was due to more than his rejection of their antiquated psychology. 
It was to no small extent due to his contempt for what he re- 
garded as the stupidity of the orthodox economists of his own 
generation in accepting classical principles at face value, as gen- 
eralizations definitive, universal, and scientific, instead of what 
we now recognize them to have been—excogitations, on simplify- 
ing assumptions, of what ought to be—or of what Veblen sar- 
donically regarded them to be, rationalizations and apologies for 
the status quo. Here again was thought congenial to Mitchell. 
True to the philosophy of the inevitability of evolutionary change, 
but far from wanting catastrophic revolution, Mitchell has never 
evinced any great faith in the validity of immutable laws or in 
the practical utility of hypothetical conclusions derived from als 
ob logic. 

Mitchell’s evident feeling that much of our pure economics is 
little more than a futile indoor sport is connected with his belief 
that economic analysis should provide reliable and useful ad- 
vice for the progressive guidance of our economic life. Whether 
we like it or not, he implies, our only hope of escaping disaster 
lies in comprehensive, not merely piecemeal, economic planning.’ 
Little practical advice, he feels, can be expected, or should be 


7 See his addresses on ‘‘Social Science and National Planning” and “Intelligence 
and the Guidance of Economic Evolution,” Essays, pp. 83-136. 
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accepted, from those economists who cultivate abstract (espe- 
cially mathematical) deductive theory, which in great part does 
violence to the complexities, the frictions, and the irrationalities 
of actual economic life, and which is built up by a sort of logical 
positivism ‘nto an ideal, but hypothetical and unreal, system. 

Mitchell's critical attitude toward deductive dialectics, on 
ground of its practical uselessness, was reflected, as far back as 
1922, in his subtly satirical review of F. H. Knight’s now classic 
Risk, Uncertainty and Profit (1921).* After remarking that the 
distinction between risk and uncertainty is “the chief contribu- 
tion which Professor Knight makes to the stock of ideas current 
in economic theory,” he adds: 

Anyone acquainted with the exposition of economic theory from Jevons 
and Clark to Wicksteed and Schumpeter can forecast the course of the dis- 
cussion Of course most of the time-honored issues of economic theory 
come up for comment in the course of the journey, and on each of them the 
writer has something to say—something which must be classified and cata- 
logued by the erudite sojourners in this land of speculation Anyone 
who wishes himself to cultivate pure theory will find here abundant provoca- 
tion of the sort he likes. With a little ingenuity he can make as many oc- 
casions for differing from Knight’s “rigorous thinking” (p. vii) as Knight 
makes for differing from Clark and Fisher, Fetter and Davenport. 


What the relation of economics to psychology should be accord- 
ing to Mitchell is not clear. We know that L> rejects anything 
that smacks of rational hedonism and that he has little patience 
with the “American psychological economics” of Fisher and 
Fetter, by which, with Commons, he thinks political economy is 
converted into countinghouse economics.’ We have his reiterated 
conviction that economics is one of the sciences studying human 
behavior, but his positive thought on the psychology of motiva- 
tion in relation to the task of economic analysis is somewhat 
obscure. In some places he speaks in the spirit of the extreme 
price economist as if the analyst is to ignore completely all ques- 


8 American Economic Review, June, 1922, pp. 274 and 275. 

’ “The Réle of Money in Economic Theory,” American Economic Review, Sup- 
plement, Vol. VI (March, 1916); Essays, pp. 156 ff.; John R. Commons, “Political 
Economy and Business Economy: Comments on Fisher’s Capit: and Income,” 
Quarterly Journal of Economics, XXII (November, 1907), 120-25. 
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tions of motive. In 1924 he predicted that “our whole apparatus 
of reasoning on the basis of utilities and disutilities, or motives, or 
choices, in the individual economy, will drop out of sight in the 
work of the quantitative analysts, going the way of the static 
state.” “Motives,” he said, “will not be disregarded, but they 
will be taken as problems requiring study, instead of being taken 
for granted as constituting explanations.”° This latter sentence 
probably represents his central thought. Still, we are left in the 
dark as to what use the economist is permitted to make of 
motives even after he has discovered them through the statistical 
analysis of mass behavior. 

In “The Prospects of Economics” (1924) Mitchell minces no 
words in expressing his impression of the bland psychological 
ignorance of the orthodox. 


Our orthodox economists have a most inadequate conception of psychol- 
ogy—and economics also, for that matter. They write as if the economist’s 
only concern with psychology lies in the problem of motive. If pleasure and 
pain are not the motives to valuation, then what are the real motives, if 
any? That is the sole psychological issue they have grasped. When they 
pass on from the value problem they think themselves out of the quagmire 
of psychology on firm economic ground. Obviously this is a grand error. 
....No one can lay down any proposition about business transactions 
without implying that men have certain standardized ways of feeling, think- 
ing, and acting in their market dealings with one another." 


If Mitchell means to say that the economist who wishes to be 
realistic and not to base his analysis on the conventional abstrac- 
tions of demand-and-supply functions should take pains to find 
out how businessmen actually do operate in an actual situation, 
no fault need be found.” But Mitchell does not follow up witha 
demand for specific case work of this kind. Instead, he drifts off 
into discussion about the need of securing a sounder concept of 
economic action by studying patterns of behavior or, in short, 


1° “Quantitative Analysis in Economic Theory,” Essays, pp. 26 and 27. 

™ The Trend of Economics, p. 16; Essays, pp. 360 and 361. 

«2 For numerous unanswered questions for the realistic economist in the field of 
businessmen’s price policies, see Arthur R. Burns, “The Organization of Industry 
and the Theory of Prices,” Journal of Political Economy, XLV (October, 1937), 
662-80. 
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what may be called statistical institutionalism. This leaves the 
reader uninformed as to what Mitchell thinks the nature and 
functions of the real motives are. 

We get some, but not clear, light from a passage in Mitchell’s 
long review of Wieser :*3 

To make the defects of the Austrian theory as clear as its merits, one 
must take the psychological viewpoint in sober earnest—far more seriously 
than Wieser takes it. Seen from this viewpoint, economics is one among 
several sciences dealing with different aspects of human behavior 
special province is the behavior of social groups in providing the means for 
attaining their various ends. 


Here, obviously, is suggestion that recognition of means-end 
relationships is essential to economic theory. But Mitchell con- 
tinues: 

Now, human behavior can be studied either from outside or from inside 
the human being. An economist may observe and record what men do in 
business, as a meteorologist observes and records the weather. An economic 
historian may study the recorded observations of others on human behavior, 
as a geologist studies evidences of former conditions of the earth’s crust. 
And these objective students may try to frame illuminating generalizations 
about human behavior, without the aid of suppositions concerning human aims. 
Such work is as truly part of economic theory from the psychological view- 
point as is the Austrian analysis But work of this objective kind can- 
not be done without the statistical and historical apparatus that Wieser 
rejects. 


In the first paragraph Mitchell recognizes ends, but in the 
second defends the strictly behavioristic (objective) method 
which avoids questions of human aims—or at least has no working 
hypothesis as to what they are. It is a little difficult to see how 
welfare economics, which assuredly is without compass or frame 
of reference unless it discovers or posits some human aims, can be 
much advanced by generalizations, no matter how illuminating 
otherwise, which have no reference to the purpose of the human 
behavior on which they are made. 

13 “Wieser’s Theory of Social Economics,” Political Science Quarterly, XXXII 
(March, 1015), 95-118; Essays, pp. 225-57. The passage quoted is from the Essays, 
P- 254- 

*4 Italics supplied by the present writer. 
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There is perhaps no inconsistency in Mitchell’s thought here. 
One might jump to the conclusion that in 1915 Mitchell had 
gone so “‘behavioristic’”’ that he had no use for ends, aims, motives, 
or anything of the kind. Yet in 1924 he talks of “standardized 
ways of feeling, thinking, and acting.” 

If we ask what “feeling,” whether standardized or not, is about, 
we are inevitably led back into the province of want, desire, inter- 
est, and the human will, and we are compelled to conclude that 
whether the economist infers motives from case studies, statistical 
trends, or his own introspection, he cannot get away from them. 
The economist can work either from within or from without 
consciousness, according to the nature of the problem he has im- 
mediately in hand; but if Mitchell, the welfare economist, wants 
to know why the price series observed by Mitchell, the statistical 
analyst, behave as they do, in order that something may con- 
ceivably be done to make them behave in a way more conducive 
to economic welfare, Mitchell, the economist, will have to appeal 
to motives whether he is able in some way to infer them from the 
price data themselves or whether—as Keynes has got his “‘liquid- 
ity preference’’—he gets them by some unexplained intuition, 
insight, or introspective analogy. The main trouble with Mit- 
chell’s treatment of motive is not that he is inconsistent but that 
he is not sufficiently clear and explicit on the relation of be- 
havioristic analysis to purposive, or welfare, economics. 

It is difficult not to feel that Mitchell, in his repetition of the 
dictum that economics must be a behavioristic science, has fallen 
victim to the tyranny of words. Merely to say that economics is 
one of the sciences that study human behavior may mean any- 
thing or nothing. All the social sciences are concerned with be- 
havior in one way or another, for behavior is all that men feel, 
think, and do. It does not follow, however, that the only way to 
study what they feel, think, and do is to take behavior in bundles 
of statistical averages. Nor does it follow that what Mitchell 
calls speculative analysis, based on hypothesis as to the motives 
operative in business, may not have a genuine contribution to 
make, even to an economics designed to function in the service of 
economic planning and welfare. 
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Be that as it may, as late as 1930 Mitchell shows that he can 
still make sharply barbed comments on the nonquantitative, 
abstract, and hypothetical approach: “Economic theory of the 
speculative kind is as cheap and easy to produce as higher 
mathematics or poetry—provided one has the gift. And it has 
the same problematical relation to reality as do these products 
of the imagination.’’*s 


II. MEANS, ENDS, AND WELFARE ECONOMICS 


Mitchell, with Commons, is the leader of the American insti- 
tutional school; he is an unwavering advocate of the statistical 
method of studying economic behavior; he is also an avowed wel- 
fare economist. He refuses to take the “disinterested observer” 
pose which is affected by some economists. For him, economics 
is far more than an interest and a vehicle for the intellectual but 
otherwise purposeless scholar. Indeed, economics in his mind 
has a deep moral purpose in that it should provide the under- 
standing and insight prerequisite to effective rational control of 
the economic process in the interest of social welfare. But while 
the object of purposive economic research and understanding is 
the furtherance of welfare, or at least of the elements and condi- 
tions which may be regarded by general consensus as funda- 
mentally essential to welfare,"® this object is taken as a matter of 
course rather than as matter for discussion. Neither the im- 
mediate nor the ultimate purposes of economic policy must be 
allowed to bias the interpretation of data or the logic of analysis; 
nevertheless, implicitly in Mitchell’s mind, all economic research 
is conducted within the frame of reference and from the point of 
view (however distantly and indirectly) of the general objective 
of economic organization and process. 

Most economists, being specialists of one sort or another, are 
absorbed in instrumental technicalities, but there can be little 
doubt that practically all economists will admit that the function 


*s “Institutes for Research in the Social Sciences,” Journal of Proceedings and 
Addresses of the Association of American Universities, 31st Annual Conference, 1930; 
Essays, p. 59. 

6 Essays, pp. 174 and 175. 
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of the economic process is in last analysis to further some human 
end vaguely called welfare, or a little less broadly, economic wel- 
fare. But implication that all economists are welfare economists 
would be as meaningless as the term welfare itself is when used 
without context or definition. The trouble with welfare, or even 
with economic welfare, as the general end to be served by eco- 
nomic instrumentalities, is that it is little more than a verbal 
ideal, an empty box, of no value until given a content. 

What to put into this empty box is the crux of the whole funda- 
mental means-end problem, not only of economics but of all the 
purposive social sciences. For the content of welfare must be 
values of some kind—not the rational values of instrumental func- 
tions, but the end values which are the unmediated constituents 
of what is nowadays glibly called the “good life.” But it is no 
easier to define the content of the good life than it is that of wel- 
fare. We have made a mere verbal substitution. Hence, to the 
scientific economist, who in his philosophy of methodology is 
commonly more given to logical absolutes than to pragmatic 
relativities, welfare is not an empty box. Rather, it is a Pandora’s 
box, full of he knows not what subjective troubles, and he prefers 
not to open it. 

The avowed welfare economist, on the other hand, thinks it a 
bit illogical to spend all our intellectual energies on consideration 
of instrumentalities before we have attempted to reach a tenta- 
tive agreement on the ultimate objectives these instrumentalities 
are to serve. He thinks it logical to start with the objectives and 
work back through the requirements they place on the available 
means, to the choice and management of instrumental policies. 
But he also recognizes that welfare or the good life is an objective 
which cannot be rigidly defined, and, indeed, that it is probably 
incapable of definition in purely rational terms. 

We are thus on the horns of a distressing dilemma. We may 
follow the price economists and the technical experts and concern 
ourselves only with immediate instrumentalities, or with mediate 
ends which are in turn only means to more distant or more general 
objectives, in the blind faith that somebody knows whai these 
ultimate objectives ought to be, but formally disclaim that it is 
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any of our concern, as economists, what these ultimates are. Or 
we may follow the (presumably less hardboiled) welfare econo- 
mists into the uncertain no man’s land between ethics and eco- 
nomics, and try to put a generally acceptable content into the 
empty box of welfare. On either course we get into difficulties. 

In last analysis, ethical norms, ends, values, are matters of 
feeling. Value-judgments, if they are not judgments simply as to 
the appropriateness and efficiency of instrumentalities, are senti- 
ments. This being the case, it is futile to expect anything like full 
consensus on the content of welfare. In time, our knowledge of 
human physiology may become sufficiently refined, and both 
knowledge and insight sufficiently widespread in human society, 
to afford a rational basis for consensus on certain general and 
fundamental values. But that time is still distant. Meanwhile 
there is possibly only a pragmatic escape from the dilemma, and 
even that is feasible only within the compass of a given culture. 
The content of welfare will have to be judged by such consensus 
as there may be on the part of the competent leaders in the study 
of human needs. 

Even economists, like Pigou and Hobson, who definitely set up 
welfare as the end, do not define it. Hobson’s organic welfare 
would be capable of reasonably objective definition, were the con- 
cept limited to the individual human organism, but Hobson gives 
it a turn which suggests both the naive organic analogy of Spencer 
and the early sociologists and the romanticism of Othmar Spann." 
Both involve vicious confusion of means and ends. Pigou is more 
chary. He avoids the social organism fallacy. “Welfare includes 
states of consciousness only,” and these have something to do 
with “satisfactions.” But Pigou refuses to discuss the content of 
welfare because it would “constitute a task so enormous and 
complicated as to be quite impracticable.”” Furthermore, he limits 
his thought to economic welfare, by which he means that phase of 
welfare which can be dealt with and measured in pecuniary terms. 
Needless to say, this recourse, while it may be pragmatically the 
best course open, does not free us from the problem of consensus. 


17 J. A. Hobson, Work and Wealth (1914), chap. i; Free Thought and the Social 
Sciences (1926), Part II, chap. iv. 
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Mitchell’s specific references to welfare are brief and incidental 
to other matters, but they indicate that he accepts without 
quibbling certain physical conditions as established fairly definite- 
ly by consensus as essential prerequisites of welfare. 

In 1916 he wrote: 

Economic life may be regarded as a process of making and spending 
money ....also as a process of making efforts and gaining satisfactions 
. ... finally as the process by which a community seeks its material welfare. 
On this view every person is a contributor to, a burden upon, or a detractor 
from, the commonweal. ... . Such accounting as is possible runs in terms of 
heightening or lowering the community’s vitality. .... It is feasible even 
now to set up a tentative criterion of economic welfare, and make investiga- 
tions into the relations between the various features of economic activity 
as now conducted and welfare as thus conceived. Such work may have as 
keen theoretical interest, as genuine scientific standing, as work that pro- 
fesses to maintain a serene indifference to the fate of mankind. But its 
successful prosecution presupposes considerable knowledge of how economic 
processes actually work at present..... In the interests of social welfare 
itself we need clearer insight into the industrial process of making goods, the 
business process of making money, and the way in which both sets of activi- 
ties are related to each other and to the individual’s inner life.” 


In 1924 he is more definite as to the content of material welfare: 

In becoming consciously a science of human behavior economics will lay 
less stress on wealth and more stress on welfare. Welfare will mean not mere- 
ly an abundant supply of serviceable goods, but also a satisfactory working 
life filled with interesting activities. At present welfare as thus conceived 
is rather vague, but it is capable of being made objective and definite in refer- 
ence to such matters as food, clothing, shelter, sanitation, education, fatigue, 
leisure. And this realm of the definite in w~!fare will be expanded steadily by 
quantitative methods, so that we shall develop a criterion of welfare appli- 
cable to many lines of effort. 


It would be unfair to expect or to demand of Mitchell a philo- 
sophical essay on the difficulties of the welfare concept, on the 
relations between economics and ethics, or on the logic of means 
and ends. His mind does not run to abstractions. It is sufficient 
that he definitely takes the stand that economics must not only 

*8 “The Réle of Money in Economic Theory,” American Economic Review, Vol. 
VI (March, 1916); Essays, pp. 174 and 175. 


19“The Prospects of Economics,” in The Trend of Economics (1924), p. 31; 
Essays, p. 381. 
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be realistic but realistic to a purpose—a purpose which he thinks 
capable of more definite delineation than the undifferentiated gen- 
erality, economic welfare. It is obvious that Mitchell in the above 
passage definitely and explicitly recognizes the significance of a 
fundamental means-end relation for economics and is not scared 
off by an academic fear of value-judgments. 

Assuming it possible to entertain realistic hope that within a 
given culture reasonable consensus may be attained not only as 
to the content of economic welfare but as to whose welfare is to 
be subserved by the economic process, it is obvious that an 
economics which does not dodge the question of its own purpose 
by seeking refuge in monkish seclusion behind the walls of value- 
less objectivity has two tasks to perform. 

The first task is to define, as specifically as circumstances per- 
mit, the content of that part of welfare which is directly corre- 
lated with economic processes. The problem of the content of wel- 
fare is a problem of ends, not of instrumentalities. In the task of 
defining this content, it goes without saying, economists cannot 
and will not rely entirely or even mainly on their own science. 
They must make use of the relevant findings of a large number of 
other sciences. Mitchell, more than most economists, recognizes 
this interdependence and continually emphasizes it. It is re- 
grettable that economists have generally failed to give more than 
half-hearted attention, at most, to this problem of ends. The 
reasons for this failure are fairly obvious. They lie in the prev- 
alent fear of value-judgmeats and in the fact that most econo- 
mists are specialists in one or another of the various technical and 
instrumental fields into which economics has been divided, 
necessarily, but not without unfortunate loss of integration and 
perspective. 

The second task is the study of instrumentalities. This is the 
task to which economics has almost exclusively been uevoted. It 
has been a task congenial to scientific economists because the ends 
ordinarily considered by the specialist or expert are immediate 
end objective and are in fact only intermediate instrumentalities. 
To the expert they are ends-pro tem, and he does not bother to 
think about ultimate economic objectives. But the fact that he 





18 A. B. WOLFE 


may not give thought to such objectives does not mean that he is 
free from feelings or sentiments as to what should be the ultimate 
objectives. He is no more free of such value-judgments than any- 
one else. The trouble is that he is unlikely to recognize and admit 
his own sentiments. Not all the conspicuous disagreements 
among specialists are due solely to differences of logic and reason. 
Without dwelling on the broad diversities of sentiment which 
hide behind the facades of intellectualistic ideologies—commu- 
nism, fascism, capitalistic individualism—it is fairly obvious that 
even within the somewhat elastic and changeful ideology of 
capitalism differences of expert opinion, for example, on labor 
policies, on money and credit, and on effective ways of promoting 
recovery from depression, may be in part traceable to differences 
in sentiment as to what the general social objective of policy in 
these respective instrumental fields should be. 

The main volume of Mitchell’s work and thought has been in 
the realm of instrumentalities. He differs from the general run of 
prominent economists in that he definitely brings to our atten- 
tion, albeit with touch-and-go brevity, the problems of ends. He 
continually emphasizes the imperative need of understanding the 
working of the economic system as it actually is. This means that 
in spite of his institutionalism and his implicit welfare frame of 
reference, he emphasizes knowledge of instrumentalities, with 
comparatively few explicit and specific references to the end these 
instrumentalities are supposed to serve. If he were addressing 
himself not to professional economists but to the “lo here, lo 
there” sentimentalists, or what H. G. Wells calls the “‘for-God’s- 
sakers,” his emphasis on factual knowledge would be entirely 
proper. It may have some propriety when addressed to the equi- 
librium economists if and when they are in danger of forgetting 
that their system of thought is idealistic and hypothetical. It 
certainly has propriety if addressed to the lay public and to law- 
makers who have a sense of accomplishment when they get a law 
on the statute books, whether it can be enforced or not. In other 
words it points to the function of practical, pragmatic knowledge. 
No one who has his feet on the ground will question the need for 
such knowledge. 
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There can be no quarrel with factual knowledge, provided it is 
scientific—i.e., organized and integrated—and provided we know 
what to do with it, either in aid of understanding or of policy in 
action. We here encounter the problem of the frame of reference 
of our understanding of facts. There may be more than one frame 
of reference. There are at least two in Mitchell’s system of 
thought. One is derived from Veblen’s institutional evolutionism, 
or is in fact identical with it. According to this, we understand 
a social institution or an economic relation when we have a 
thorough knowledge of its historical origins and genetic develop- 
ment. It then appears as a stage in an evolutionary process and 
we explain it as such. If this were all there is to economics, eco- 
nomics would be a phase of colorless and thoroughly objective 
institutional history. Understanding, in this frame of reference, 
satisfies only what Veblen called idle curiosity. (It is idle because 
it has no other motive than itself—knowledge for the sake of 
knowledge.) Granting that idle curiosity may be a sufficient and 
sustained motive to an adult, intelligent, and integrated man, 
there is nothing illogical in its systematized results. The fact 
that Veblen’s “disinterested observer’ attitude was a satirical 
pose which deceived no one, and which he meant to deceive no 
one, should not lead us to deny the logical validity of such a frame 
of reference. ; 

But there is another frame of reference, both in Veblen and in 
Mitchell. It is that of the meaning or function of factual knowl- 
edge in reference to the direction and control of the stream of 
institutional evolution. Whether such a desire be proper in the 
scientist or not, both Mitchell and Veb!.» desire to control the 
course of economic change. The motive is now not idle curiosity 
but the “instinct of workmanship.” An“ from this point of view, 
understanding is something more than hindsight or knowing the 
genetic causation of things. It now takes on the complexion of 
foresight or a certain teleological character. 

The issue, therefore, involves no questioning of our need of 
factual knowledge. It lies in the significance or meaning of the 
knowledge we have or can get. And in this frame of reference 
meaning has an instrumental or value complexion. Foi all wel- 
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fare economists, and specifically for Mitchell—who holds that “in 
economics, as in other sciences, we desire knowledge mainly as an 
instrument of control’’*°—the meaning of meaning must lie in the 
sphere of values. It must have some reference to the ends or ob- 
jectives to the attainment of which economic instrumentalities 
and policies are to be directed. Unfortunately, Mitchell, like 
most economists, nowhere brings out clearly the significance of 
the means-end relation for economic analysis, and especially for a 
purposive economics, and his thought seems to vacillate between 
the idle-curiosity and the instinct-of-workmanship frames of 
reference. In his brief references to welfare, and less definitely 
in the addresses in which he argues the necessity for national 
planning and advocates the establishment of a National Economic 
Council,” he has ends explicitly in view; but in most of his other 
essays, ends are only implicit. They lie darkly in the background 
while the discussion proceeds on lines either of institutional de- 
scription or of policies and instrumentalities the objective of which 
is rather taken for granted than definitely held in view. 

There is no reason to think that Mitchell would question that 
from the standpoint of an instrumental or purposive economics 
“‘understanding”’ or “insight” must have to do with the instru- 
mental relations of the economic process to the ultimate function 
—economic welfare—of that process, but he leaves this connec- 
tion too much to the reader’s intuition; and he does not guard 
against the tendency of the economic specialists to hypostatize 
means into ends. 

Veblen rejected classical economics because he thought that it 
did not furnish genuine knowledge as to how the economic sys- 
tem actually works. Mitchell repeatedly emphasizes the primacy 
of factual research because he too wants to know how the system 
works. But the question “How does it work?” connotes a means- 
end relation. It is plausible to say that we should know how the 
present system works before we indulge in too much wishful 


2° “The Prospects of Economics,” in The Trend of Economics, p. 25; Essays, p. 
372. 

“The Social Sciences and National Planning,” Essays, pp. 83-102; “Intelli- 
gence and the Guidance of Economic Evolution,” ibid., pp. 103-36. 
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thinking as to how it should work or embark on ambitious schemes 
of economic planning; but insight into the working of the system 
is not as simple as this statement implies. Understanding of a 
system can be derived from description only if the description is 
selective and made from the frame of reference of the function of 
the system. In economics, as in the other social sciences, mere 
description of mechanical relations and narrative of time se- 
quences, no matter how elaborate or how much facilitated by 
statistical techniques, is meaningless. The working either of a 
machine or of a social system can be understood only with refer- 
ence to what the machine or the system is supposed to do. 

Consequently no economist who thinks of himself as anything 
more than an instrumental specialist or mere dilettante can be 
excused from the duty of thinking in terms of ends as well as 
means, of function as well as structure. If we are to discover how 
an instrument works, if we are to measure its efficiencies and in- 
efficiencies, we must have some standard or criterion—at least 
_ some approximate idea—of its function or purpose, which will in 
some sense define its ideal efficiency. We must also have an ideal 
of the purpose of the system. This ideal purpose is in last analysis 
a value, an interest, and consequently any economic theory which 
is avowedly (as welfare economics must be) purposive and teleo- 
logical is founded in part on fundamental value-judgments. The 
ideal process functionally suitable to the realization of these ideal 
values will never actually be attained but it will take form in 
men’s minds as an ideal type. No two economists, perhaps, will 
conceive identical ideal types of instrumental process, partly be- 
cause no two will precisely agree in their ideal ends or their con- 
ception of economic welfare. Consequently both the ideal end 
and the ideal type of economy will vary somewhat, both with 
changing culture and with individual sentiment. The question, 
therefore, is whether there is an ideal end of sufficient objectivity 
and one on which there is sufficient pragmatic agreement or con- 
sensus to warrant its use as a criterion of the actual working of 
any existing economy. 

There is a fundamental and inescapable element of teleology 
both in machine design and in economics. No one designs a pur- 
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poseless machine and no one, really, is interested in a purposeless 
economy. The signal difference between machine-designing and 
economic planning is that the end in the former is objective, defi- 
nite, and not a matter of sentiment, while in the latter the end 
can be-formulated only provisionally and pragmatically, within 
the limits of a consensus of value-judgment which is never uni- 
versal. If attempt be made to state the end in terms of welfare, 
or the “good life,” we are thrown into a subjective realm in which, 
in the last analysis, whatever consensus there may be as to the 
ideal type must be consensus of feeling and sentiment. Welfare 
economists will do well, therefore, to restrict their teleological 
ideal to economic welfare, and to confine their study of means- 
end correlations to the relations between economic processes and 
the standard of living. 

To this it may be cogently objected that there is no certain 
and constant correlation between a high standard of living and 
welfare in the moral or aesthetic sense of “the good life.”” Such 
objection has point where, as is unfortunately too commonly the 
case, the term “standard of living” is taken to mean a consump- 
tion standard measured in the amount of goods and services con- 
sumed. But to think of the standard of living exclusively in terms 
of consumption is shortsighted. For, assuredly, what men and 
women get out of the economic instrumentalities of welfare is not 
merely what these instrumentalities afford them for consumption, 
but what they afford them to do—and to do not merely in their 
leisure time, but in their working hours. Mitchell, in the passage 
above quoted (p. 16), is one of the few economists who have made 
“a satisfactory working life filled with interesting activities” an 
explicit and important element in welfare and by implication in 
the standard of living. A high consumption standard of living 
can be purchased at too high a cost—cost in terms not only of 
work galling or deadening to the human spirit, but in terms of 
mortality, morbidity, fatigue, and loss of leisure and liberty. 

Here again we encounter relativities, for what is too high a 
cost may be a matter of scientific finding—e.g., in the case of 
fatigue—or it may be a matter of social conventions or even of 
individual whim, especially in the valuation set on leisure and in 
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the kind of work one finds interesting. Nevertheless, it seems 
fairly obvious that an adequate and well-balanced concept of the 
economic standard of living must be framed in the dual terms of 
income and cost of income. On its cost side, the attainable stand- 
ard of living is definable only in terms of the limitation of the cost 
which the people are willing to incur in order, within these limits, 
to maximize their income. This means that certain institutional- 
ized customs or regulations, as to the length of the working day, 
the number of rest days, the intensity of work, and legal or con- 
ventional rules as to who shall work and who shall not work, must 
be assumed. 

With these provisos in mind, it is safe to assume that the per 
capita consumption standard of living, the level of per capita con- 
sumption income, is directly correlated with technological and 
organizational efficiency of the total economy, and that the en- 
hancement of economic welfare will find its ideal limit in the (con- 
tinuous) maximization of the output of consumption goods and 
services. Consequently, the rational ideal end for the economic- 
welfare economist—the maximization of material welfare—gives 
him also the rational ideal of the use of economic instrumentali- 
ties. This ideal is the maximization of the per capita output of 
consumption goods by the utilization of economic resources (with- 
in the institutional restrictions above mentioned) as fully and 
effectively as possible. These resources include technological 
knowledge and aptitudes, natural resources, labor power, mate- 
rial capital, and organizational capacity. 

The ideal of maximizing the income producible with given re- 
sources is merely a theoretical application of the principle of least 
means. There is nothing arbitrary, ethical, or subjective about 
it. It is an ideal or norm implicit in the conception “economy.” 
Without it, economy is meaningless. One signal difference be- 
tween the economist and the fanciful utopian is that the former 
knows, and the latter does not, that the future of the standard 
of living (economic welfare) is limited by the future organization 
of production (including the reactions of distribution on produc- 
tion) and by the productive resources available in the future. 
These set the limit beyond which at any given time and in any 
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given state of the arts maximization of per capita income cannot 
go, even in the state of ideal economic equilibrium, in which, 
theoretically, all productive resources that can be used are used 
where they will be most productive. 

This long discussion of the means-end relation, and especially 
of the necessity of defining the end, is not a gratuitous digression. 
We all, with Mitchell, want to know how the economic system 
works. That means that we wish to know how and in what meas- 
ure it serves the end for which it exists. To avoid at least the 
major difficulties involved in the general welfare concept, we 
have to define the end in terms of economic welfare or the material 
standard of living. So defining it, we are in position, theoretically 
at least, to compare actual efficiency with ideal efficiency; and 
we find the standard of ideal efficiency just in that ideal economic 
equilibrium, or balanced economic society, in the theory of which 
Mitchell appears to see little value for a purposive economics. 

The factual knowledge of evolutionary institutional history 
and the intricacies of post hoc statistical correlations may give us a 
reasonably accurate picture of the road we have traveled up to 
the present moment; they may be of some service in enabling us 
to predict, with some slight measure of probability, where we are 
going from here (though in the present state of civilization this is 
doubtful) ;# they may even show us here and there what we must 
avoid doing if we wish to progress toward the maximization goal 
of social economy; but it is difficult to see how they can be the 
positive guide we need. If there is any rationale at all in the eco- 
nomic process, positive guidance can be found, if at all, mainly, 
if not solely, in the logic of economy itself—in the least-cost prin- 
ciple which is the foundation of the theory of total-equilibrium 
economy. 

Even the institutionalist should recognize that there is a theo- 
retical,;-logical upper limit (not indeed fixed, except for the heu- 
ristic purposes of analytical understanding) beyond which, with 
given resources, even the most perfect economy could not raise 


* John R. Commons, in “Capacity To Produce, Consume, Pay Debts” (A meri- 
can Economic Review, December, 1937), offers some pertinent remarks in this con- 
nection. 
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the standard of living. It is perhaps a matter of indifference 
whether we think of this limit as a limit fixed by natural law or 
one fixed by the inherent logic of economy and efficiency. The 
difference is only verbal. But there is some danger that institu- 
tionalists (not Mitchell) may, in their breadth of view, drift into 
the vagaries of romanticism or into the intuitionism of Geistes- 
wissenschaft, and that as welfare economists they may be so im- 
pressed with the defects of the existing economy that they will 
not keep their feet on the ground by getting in mind and keeping 
in mind the logical limits of any economy. Of course, it may be 
answered to this that the present system is afflicted with so many 
and such glaring ills that we should proceed to apply remedies 
without bothering about concepts of normal or perfect health. 
Within limits this argument is valid, but it breaks down where 
really fundamental reforms are proposed or where the long run 
effects of changes in fundamental policies are to be considered. 
Pragmatic temporizing is especially inadequate, and may be dan- 
gerous and injurious, if and when we venture to embark on the 
comprehensive economic planning which Mitchell advocates. 


III. THE PLACE OF THE THEORY OF EQUILIBRIUM IN A 
PURPOSIVE ECONOMICS 

The theory of economic equilibrium, whatever else it may be, 
is essentially the theory of ideal economy in the distribution (or 
apportionment) and utilization of productive resources. Some 
equilibrium theorists are loath to admit the ideai character of 
their analyses, but in this they are shortsighted, for it is only in 
its idealism, its concern with the perfect ideal type of organization 
and process, that deductive equilibrium analysis has any reality. 
The fact that equilibrium theory is usually based on assumption 
of complete free competition is beside the point. Free competition 
is only one condition on which an ideal economy might rest. An 
alternative condition would be perfect economic planning and 
control. The essential point is that under either ideal competition 
or ideal planning productive resources would be so organized, dis- 
tributed, and proportioned that the production of consumption 
goods and services would be maximized and stabilized. 
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Mitchell is critical of the classical type of deductive economic 
theory because he thinks its basic psychological assumption— 
hedonism—is wholly unreal. Granting that the assumption of the 
rational pursuit of gain is a simplying assumption, one may ask 
whether it does great violence to reality. After all, the assumption 
is merely that businessmen—and laborers too—do seek to max- 
imize their net income and seek to do so rationally, within the 
scope of their knowledge, power, and understanding. No one has 
yet demonstrated that the desire for gain (whether in terms of 
money or of power) has not always been and still is overwhelming- 
ly the main motive of business. Of course there are other motives 
—social, moral, and aesthetic—actuating the average human in- 
dividual. To some of these the economic motive is a means. Man 
shall not live by bread alone, but a modicum of daily bread is pre- 
requisite to whatever else he lives by. And some of the other mo- 
tives which are adduced by the sociologists in supposed disproof 
of the primacy of the economic motive are in their nature essen- 
tially institutionalized or moral restrictions on the free operation of 
the economic interest. Viewing economic life and the market 
place historically and at large, one may be pardoned for thinking 
it an open question whether the convention of fair dealing (for 
example) has been evolved more from some inner moral sense than 
from the selfish and materialistic motives of the market itself. 
In this region of motives Mitchell is a poor guide. Demanding 
realism, he rejects hedonistic postulates, but gives us nothing very 
definite or very convincing in their stead. We may give heed to 
his admonition to study modern psychology, yet we may doubt 
whether psychology, however modern, has much to offer the 
economist. If we wish insight into the legal, customary, and con- 
ventional (that is, the institutional) frame within which the opera- 
tion of the motives which actuate the economic process are (more 
or less effectively) confined, we must turn to a work like Com- 
mons’ Institutional Economics, where in spite of some juggling 
with categories we get realistic analysis of the bargaining proc- 
ess.75 

The unreality of deductive analysis lies far less in its hedonistic 


*3 See also Commons’ forthcoming book on “Investigational Economics.” 
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postulate than in its unavoidable drastic simplification of data, or 
rather of premises. The number of variables is so great and, ac- 
cording to alternative assumptions as to the nature and force of 
even the most important variables, the number of possible or even 
probable cases so large, that any but fragmentary analysis be- 
comes a bewildering assembly of “‘ifs.’”” One fruitful source of 
misunderstanding among theorists is that it is humanly impracti- 
cable explicitly to state all the assumptions back of the “‘if.”” The 
necessity of simplifying by impounding masses of variables in 
caeleris paribus is, to the present writer’s way of thinking, the most 
serious criticism that can be brought against the deductive meth- 
od. Nevertheless, such alternative impounding is a rational de- 
vice for getting down to the essentials of a complex situation, and 
this method has, at least theoretically, the advantage that all con- 
ceivable combinations of variables can be studied, and of these 
combinations those most likely to be met with in actual economic 
life can be singled out for testing by experience. Whereas the in- 
ductive method, attempting to deal realistically with the puzzling 
and intricate complexities of the actual situation, is quite likely 
to fail to distinguish the primary from the secondary and relative- 
ly unimportant forces. 

It would be well for both the institutionalists and the deductive 
equilibrium (and disequilibrium) theorists to lay aside the “either 
....0Or” attitude and give a little more sustained and serious 
thought to their respective frames of reference. Put briefly, the 
function of the deductive theorist is to work out the logical re- 
sults of the economic motive; the function of the institutionalist 
is to analyze the effect of institutional controls in either restricting 
or promoting the operation of the economic motive. It is impossi- 
ble to work out a logical theory either of equilibrium or dis- 
equilibrium without some institutional assumptions. Unfortu- 
nately, the deductive theorists rarely state what their institution- 
al assumptions are. On the other hand, there is possibly a tenden- 
cy (somewhat evident in Mitchell) on the part of institutionalists 
to emphasize the institutional frame within which the economic 
process is confined, and to lose sight of the configuration of the 
process within that frame. We can accordingly hardly award the 





28 A. B. WOLFE 


palm of realism to the institutional economists; to study the frame 
and slight the picture in it is hardly realism. Nor can any deduc- 
tive theorist lay claim to realism in other than a logical sense. All 
general, abstract economic theory is als ob theory. As Mitchell 
says, “Orthodox economic theory, particularly in the most clari- 
fied recent types, is not so much an account of how men do be- 
have as an account of how they would behave if they followed out 
in practice the logic of the money economy.” 

In this particular passage, in contrast to some others, Mitchell 
gives the devil hus due, for he goes on to say: 

The better orientation we are getting will not lead economists to neglect 

pecuniary logic as a sterile or exhausted field. On the contrary, not only will 
it make clear the limitations of the older work, but it will also show how the 
old inquiries may be carried further, and how they may be fitted into a 
comprehensive study of economic behavior.* 
It is regrettable that Mitchell has not been interested in carrying 
this thought ‘farther and in showing how deductive analysis and 
empirical institutional analysis can be made mutually fruitful. It 
would seem that the most promising basis for co-operation be- 
tween the two methods lies not in insisting that economics must 
be a behavioristic science, but in admitting that it is a purposive 
science. 

Once economists regard their science as purposive, the impor- 
tance of recognition and analysis of means-end relations becomes 
obvious. Consistent attention to these relations will lead to some 
re-examination of the meaning of “economy,” and the criterion of 
perfect economy “as the maximization of per capita real income 
will be thrown into the high relief it should have. It may be that 
then even institutional economists will conclude that the classical 
writers and the mathematical economists have builded better 
than they knew, and that deductive analysis of equilibrium econ- 
omy is after all something more than a useless intellectual diver- 
sion; for the analysis of the utilization of scarce means for the pur- 
pose of maximizing income, so far as is technologically, institu- 
tionally, and humanly possible, will be seen to involve approach 
to economic equilibrium (or a balanced economy). From this 


*4“The Prospects of Economics,” in The Trend of Economics (1924), p. 24; 
Essays, p. 371. 
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point of view and approach, economic theory will become essen- 
tially a theory of social production. Valuation and distribution 
will fall into their logical place as the process by which productive 
resources, via the technological significance of factoral proportion 
and the conceptual ideal of margins of utilization, are economical- 
ly allotted to their alternative and competing uses, in the interest 
of high efficiency as judged by the input-output, or the cost-in- 
come, ratio. 

But the theory of economic equilibrium, even when set in this 
teleological, social, and efficiency frame of reference, will be only 
the starting-point for a functional economic theory. In other 
words, the theory of ideal equilibrium is useful only for heuristic 
purposes—more specifically, as a compass which will enable the 
purposeful theorist to keep to his bearings. While the ultimate 
ideal goal of purposive economics is the perfectly balanced econ- 
omy, all the intermediate instrumental problems of economics 
are problems of dynamic disequilibrium. In effect, therefore, eco- 
nomics is a trouble-shooting science. Inductive, and statistical, 
analysis is an indispensable aid in this process, but it cannot be 
the only or the basic guide, since there is no reason to suppose that 
empirical statistics alone will enable us to stick to the main line 
staked out for us by the theory of equilibrium. That theory in 
itself is not enough, however. It is indispensable as a delineation 
of the structure of ideal economy, and hence as a criterion of what 
the rational direction of dynamic movements should be, but it 
does not of itself analyze these dynamic movements. Understand- 
ing in this dynamic realm will be immensely furthered by als ob 
deductive analysis of the logic of movement from one (assumed) 
equilibrium to another, under the impact of certain assumed 
changes, such as a change in the rate of investment, a technologi- 
cal change resulting in a given reduction in unit costs, a change in 
the relative available supplies of productive factors, and so on. 
The central interest of economic theory today is along these lines. 
The amount of deductive analysis now being devoted to them is 
impressive. Not all of it will be found valid or fruitful, but it will 
lead the way which empirical statistical analysis will have to fol- 
low. 
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HE spectacular rise of the Committee for Industrial Organ- 

ization from late in 1935 through 1937 established trade- 

union collective bargaining on an unprecedented scale and 
in areas that before had had little if any acquaintance with this 
method of labor relations. Especially marked was the change in 
the mass-production industries. The new collective bargaining 
involved a novel combination of circumstances: collective bar- 
gaining between the greatest corporations in the manufacturing 
field and great industrial unions; in a number of cases corpora- 
tion-wide agreements covering a large group of plants, with em- 
ployees numbering as high as two hundred thousand; local union 
negotiating machinery to handle the grievances in huge plants of 
ten, fifteen, even twenty-five thousand wage-earners; and neces- 
sarily great emphasis upon local plant problems and a continuous 
process of negotiation over the changing details of labor relations 
in the great establishment, as well as over the setting of general 
labor standards through the union agreements. 

The rapidity and the extensiveness of this change make worth 
while an analysis of the nature and problems of this new type of 
collective bargaining, as they appear at this early stage. This 
study is limited to sections of the mass-production manufacturing 
industries that in the spring of 1938 were dealing with C.I.O. 
unions. It is further limited to a few of the largest companies, 
and to their largest and most important plants, in the steel, 
automobile, and rubber manufacturing industries, with single 
plants of the largest companies in electrical-equipment and farm- 
equipment manufacture. The plants employed in 1937 from 
forty-five hundred to twenty-five thousand workers, eighteen of 
them having between eight thousand and eighteen thousand. Of 

30 





COLLECTIVE BARGAINING AND MASS PRODUCTION 31 


the plants studied, six were located in the Pittsburgh area, nine in 
the Detroit-Flint area, three in Akron, six in the Chicago area, 
and one in an eastern town. The study is therefore a survey of the 
new collective bargaining in a highly significant section of the 
mass-production manufacturing industries. Much of the material 
for the study was gathered in the field, between March and July, 
1938, by interviews with representatives of managements, both 
central office and local, and trade-unions, both international and 
local. The first-hand information was supplemented by data se- 
cured from trade-union papers, plant papers, union constitutions, 
agreements and other documents, hearings and decisions of the 
National Labor Relations Board, and the public press. 

In 1935 employer-employee relations in these industries were 
predominantly company union. The United States Bureau of 
Labor Statistics estimated" in April of that year that in the steel 
industry 74 per cent of the workers were in establishments dealing 
with their workers through company unions, and 9.1 per cent in 
those dealing through company union and trade-union. In the 
automobile industry the percentages were 39.5 and 25; in the 
rubber industry 13.1 and 65.6; and in the electrical machinery 
industry, 48.8 and 14.2. No exactly comparable estimates are 
available for 1937-38, but trade-union reports indicate the sweep- 
ing nature of the change that had taken place. The Steel Workers 
Organizing Committee reported in December, 1937, that 550,000 
workers, and four-fifths of the industry were covered by 445 con- 
tracts.2 The United Automobile Workers in August, 1937, re- 
ported nearly 400,000 members, and over 400 agreements, made 
with every major company except Ford.’ The United Rubber 
Workers at its convention in September, 1937, reported 75,000 
members, 70 per cent of the local unions having signed agree- 


* Bull. 634: Characteristics of Company Unions, 1935 (Washington, 1938), pp. 
42-44. 

2 Steel Workers Organizing Committee, Reports of Officers to the Wage and Policy 
Convention, December 14-16, 1937, pp. 3, 4, and 8. 

3 United Automobile Workers of America, Report of President Homer Martin to 
the Second Annual Convention, August, 1937, pp. 18 and 23. 





32 EMILY CLARK BROWN 


ments.‘ The United Electrical, Radio and Machine Workers re- 
ported 140,000 members in October, 1937, and a year later 213 
principal contracts, covering practically the entire membership.‘ 
In each of these fields a very large part of the industry was en- 
gaged in collective bargaining with the C.I.0. union. 


THE TRADE-UNION AGREEMENTS 


Of the fourteen great corporations in these industries, whose 
relations with the C.I.O. unions in 1937-38 are studied here, five 
had signed blanket agreements covering all or a substantial group 
of their plants, five had made local agreements for certain large 
plants, and four were bargaining collectively with local unions but 
without formal contracts. In these industries there were marked 
differences between the unions in the balance between centralized 
and local control in collective bargaining. The Steel Workers 
Organizing Committee has not been set up formally as an inter- 
national union under a constitution. Its first crucial contracts, 
which became the standard for the industry, those with Carnegie- 
Illinois and Jones and Laughlin, with their 120,000 and more than 
25,000 employees, respectively, were made by the national of- 
ficers. Renewals in 1938 were negotiated by these officers only 
after authorization by a three-day Wage and Policy Conventio. 
of delegates from 1,080 lodges,® and after consultation in each 
case with delegates from the locals concerned. 

In the United Automobile Workers the authority over con- 
tract-making is not completely clear in the constitution. Negotia- 
tion of contracts by local unions and ratification by their member- 
ship, with approval by the International Executive Board, was 
provided, but another clause included contract-making among the 
powers of the International Executive Board.’ For the great cor- 

4 United Rubber Workers of America, Proceedings of Second Annual Convention, 
September, 1937, Pp. 3- 


S$ John Brophy, Report of Director to the Meeting of the Committee for Industria 
Organization in Atlantic City, October 11, 1937; C.1.0. News, September 10, 1938. 

*Steel Workers Organizing Committee, Proceedings of Convention, December 
14-16, 1937. 

7 Constitution of the United Automobile Workers of America, August, 1937, art. 7, 
sec. 7; art. 15. 
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porations, in some cases delegate conferences from all the locals 
concerned discussed terms and voted upon the agreements. Such 
conferences ratified the original General Motors agreement, dis- 
cussed proposed changes in this contract, and rejected a proposal 
of the corporation in November, 1937. In the case of Chrysler the 
renewal of the agreement for the second year was discussed and 
later ratified by conferences. Two supplementary agreements on 
procedure in the case of General Motors were not submitted for 
ratification by delegates, and these were a source of serious con- 
troversy in the union. In many other companies negotiations were 
primarily local, in some cases with the aid of international officers 
of the union. 

In the United Rubber Workers, negotiation of agreements was 
thus far a local matter, sometimes an international officer or 
organizer sitting in on request of the local. The international 
union had control only through the constitutional provision that 
contracts must be submitted to the general president for approval 
before they were signed.* On a number of occasions the union 
suggested the desirability of negotiation on a broader basis, either 
nationally with individual corporations or jointly for all the big 
plants in Akron, but the corporations refused. For the largest 
plants, the first contracts signed were those for the Akron plants 
of Firestone, in April, 1937, and Goodrich in May, 1938. Negotia- 
tions were under way in the summer of 1938 at the largest plants 
of the two other largest companies. In one, the Detroit plant of 
United States Rubber, an agreement was signed in August, 1938. 

In the case of the United Electrical, Radio and Machine 
Workers of America, the constitution had no provision in regard 
to the making of contracts, except that no representative of the 
union should negotiate with the employer alone, and a general 
provision for local autonomy.® In practice, most negotiations 
were local, but conferences of delegates from all locals working for 
one company were held to plan joint action, as in the case of 


® United Rubber Workers of America, Constitution, November 1, 1937, art. 9, 
sec. 2(d). 

9 Constitution and Bylaws, United Electrical, Radio and Machine Workers of 
America, November 1, 1937, art. 15, sec. D; art. 20, sec. A. 
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General Electric. The proposed national agreement for this com- 
pany, after negotiation by an elected committee, was rejected in 
its first form, and finally signed on April 1, 1938, only after 
ratification by all the locals concerned. 


TERMS OF THE AGREEMENTS 


The agreements signed in these industries differ in important 
respects from most earlier union contracts." Their relative sim- 
plicity is very marked. Most of them establish general principles 
without much detail. This is especially true of the blanket agree- 
ments in the steel and electrical industries, and to a less extent of 
the automobile agreements. In the agreements for single plants 
there is somewhat more detail, but much less than is usual in 
craft agreements. Great emphasis is put upon seniority rights and 
upon machinery for negotiation of grievances." Finally, these 
agreements often reflect previous labor policies. Occasional 
clauses are the same as found earlier in company union plans or 
statements of company policy. The General Electric agreement 
incorporates, and thus makes subject to modification by agree- 
ment, a booklet of company policies dated the year previous. 
Sometimes the negotiation machinery follows in part the system 
evolved during the company union period. 

The agreements will be considered briefly under five heads: 
term, mutual rights and obligations, basic labor standards, pro- 
tection of individual rights, and negotiation procedures. As to the 
term, only two of these eleven agreements provide for an absolute 
time limitation, without provision for continuance or change dur- 
ing the term. The others combine the possibility of flexible ad- 
justment with changing conditions, with that of either indefinite 


*° Eleven such contracts are analyzed here covering plants visited. Five are 
corporation-wide agreements, including the two most important contracts in steel 
and in automobile manufacture, and one in electrical manufacture. Six others are 
for single great establishments, in the rubber, automobile, and farm-equipment 
industries. 

11 In many cases from one-half to three-quarters of the text of the agreement is 
concerned with these two issues. 
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continuance or break of the relationship by either party at any 
time after notice.” 

Under mutual rights and obligations come the statements 
recognizing the union either as sole collective bargaining agency 
or, more often, as bargaining agency for its members only, never 
here with a closed shop; and agreements to abstain from antiunion 
activities. Coercion of employees by the union is prohibited in 
most agreements, and solicitation of members on company time 
or property is limited. Stoppages are prohibited, unqualifiedly in 
eight agreements, and until after full use of the negotiation proce- 
dure in the other three. 

A section on management’s rights, which occurs in the steel 
agreements and rather frequently in others, was carried over, 
almost verbatim, from a clause in the employee representation 
plans of the Carnegie-Illinois Steel Company and others: ““The 
management of the works and the direction of the working forces 
.... 1s vested exclusively in the Corporation.” This reservation 
of powers is limited, nevertheless, by the provision of appeal from 
discharge and of grievance machinery. Three agreements specify 
the union’s right to prompt notification or to opportunity for dis- 
cussion of new rules before they become effective. 

The basic labor standards are few in number. Only the steel 
agreements provide a corporation-wide minimum wage, while two 
plant agreements include wage rates. Local collective bargaining 
is expected generally on wages. On hours and overtime, standards 
are more specific. Paid vacations are included in all, except three 
of the four automobile agreements. The maintenance of standards 
of health and safety in the plant is specified in the S.W.O.C. 
agreements. Standards as to speed and “man-power”’ are given 
attention especially in the rubber and automobile industries. 
Several agreements include statements as to the character of the 
production standards, and all provide for negotiation of griev- 

” The National Industrial Conference Board a year earlier found in an analysis of 
fifty-two C.I.0. agreements that nearly two-thirds were for a definite period of one 
year, and five for six months. S.W.O.C. agreements accounted for twenty-five of 
these. The S.W.O.C. renewals, however, permit adjustment on notice (National 


Industrial Conference Board, Conference Board Service Letter, August 31, 1937, PP- 
4 and 6). 
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ances—in two cases adjustments to be retroactive. In one the 
union specifically agrees to co-operate in the effective use of the 
productive facilities. 

Clauses on the protection of individual rights are usually de- 
tailed, reflecting the great concern for job security, after wide- 
spread experience with unemployment and discrimination because 
of age or union activity. Provision for seniority rights occurs in 
all. In the steel agreements a simple clause provides for the con- 
sideration of other factors as well as continuous service and per- 
mits much leeway for decision at the individual plant."* In the 
automobile agreements more detailed clauses provide in general 
for strict seniority in layoff and rehire after a probationary period, 
with exceptions for a “special ability” list. The rubber agree- 
ments also provide detailed seniority rules. A policy of sharing 
work, however, by reduction of hours to thirty-two or sometimes 
less, before permanent employees are laid off, is specified in most 
of the agreements, with the exception of those in steel. Appeal on 
charges of unfair discharge or discrimination is provided, often 
with special guaranties of prompt action. The right of leave of 
absence for union activity is specified in several cases. In three 


of the automobile agreements, also, union committeemen have 
special protection against layoff. 

Finally, the agreements set up the negotiation machinery, 
sometimes with provision for arbitration. In most cases the 
statements on negotiating procedures are simple and nontechnical. 
The General Motors supplementary agreement of March, 1938, 
however, establishes specific rules under which the union com- 


3 “Tt is understood and agreed, that in all cases of promotion, and increase or 
decrease of forces the following factors shall be considered, and where factors (6), 
(c), (d), and (e) are relatively equal, length of continuous service shall govern. (a) 
Length of continuous service. (6) Knowledge, training, ability, skill and efficiency. 
(c) Physical fitness. (d) Family status: number of dependents, etc. (e) Place of resi- 
dence.” This clause with the addition of the word “promotion” is the formula pre- 
sented by the Carnegie-Illinois management to their employee representatives in 
the sheet and tin division in September, 1936, after that group in its “second annual 
convention” had requested that the company establish a definite rule on seniority 
rights (National Labor Relations Board, Report of Hearings in Case against Carnegie- 
Illinois Steel Corporation, December 17, 1936—February 20, 1937, Exhibits 236 and 
237). 
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mitteemen operate. The grievance systems, in general, are of 
three sorts. In steel a small group of “grievance men,” represent- 
ing districts of the plant, compose the union bargaining com- 
mittee. At the other extreme is the steward system found gen- 
erally in the rubber and electrical industries and in some auto- 
mobile plants. Here, of a large group of union stewards or com- 
mitteefnen, each represents a very small section of the plant, while 
a smaller group is elected as a bargaining committee. The General 
Motors and Chrysler systems are intermediate, not recognizing 
stewards but providing district committeemen, thirty or more in 
some of the biggest plants, and a small bargaining committee. 

The agreements for individual large plants in some cases add 
a little more detail, such as provisions for payment for a certain 
number of hours when an employee is called to work, and some- 
times plant rules and regulations of other sorts. Restrictive rules 
such as are found in many older union agreements are missing, 
however. 


NATURE OF COLLECTIVE BARGAINING 
The collective-bargaining process in these mass-production 


industries includes, first, the making of the formal contract and, 
second, the continuous process of negotiation, chiefly in the indi- 
vidual plant, for the application of general principles to special 
cases and the making of decisions on new issues. The greatest part 
of the actual bargaining in these industries is in the second area. 
To a large extent collective bargaining here, to use Professor 
Slichter’s terminology, is “administrative” rather than “‘legisla- 
tive” collective bargaining.** The nature of these industries 
makes it almost inevitable that collective bargaining be of this 
sort. In mass-production industries with huge plants, highly com- 
plex productive processes, and constant change in methods, quick 
and flexible adjustments are essential. It would be impossible to 
write detailed rules which could satisfactorily be applied to all 
situations. This is most markedly true in the corporation-wide 
agreements, covering plants with widely differing conditions, but 
it is also true to a large degree for single plants. Accordingly, these 


*4 Sumner H. Slichter, “The Contents of Collective Agreements,” Society for 
the Advancement of Management Journal, January, 1938, p. 16. 
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agreements for the most part avoid detail. They aim to establish 
general principles and satisfactory relationships through which 
differences can be worked out. In some instances, however, un- 
duly detailed rules have created difficulty for one or both sides. 
Both union officers and managements in these industries generally 
are aware of the desirability of keeping the collective-bargaining 
system flexible and free of restrictive rules, given the necessary 
good faith on both sides. 

The local character of much of the collective-bargaining process 
in these industries is significant. The corporation-wide agree- 
ments are negotiated by the international unions, but the agree- 
ments for single great plants are usually made by local unions 
limited to the plant in question, sometimes with the aid of an 
international union officer. The relationship between the local 
plant management and the union in both cases is largely local: 
typically, the plant bargaining committee and the local union 
officers work in the plant; any full-time union officers are usually 
on leave of absence from the plant. A business-agent system is 
found only rarely, and then this officer is usually a former 
employee. International union officers come in only on appeal, 
when they deal in most cases with the higher officials of the cor- 
poration. In these industries collective bargaining moves toward 
standardization of labor conditions on major points, through 
corporation-wide agreements, and other contracts with similar 
clauses. At the same time it preserves the local consideration of 
the problems of the individual plant, the necessity for which is so 
strongly felt by management. A shop-committee system is a high- 
ly important part of the trade-union machinery in these indus- 
tries. 

COLLECTIVE BARGAINING WITHIN THE PLANTS: 
THE STEEL INDUSTRY 

The importance of the second part of the process of collective 
bargaining between the great corporation and the industrial 
union, the continuous day-to-day negotiation, becomes apparent 
from a study of union-management relationships in the plants.’ 


*s For the steel industry this report is based chiefly on interviews with local union 
officers and members, and managers or industrial relations men in nine plants of 
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In the steel industry the typical system of local negotiation ma- 
chinery in these plants is a union grievance committee of not 
more than ten, representing the districts of the plant. Occasional- 
ly two or three men act as committeemen-at-large, handling 
grievances in any part of the mill. A grievance can be taken up in 
succession with the foreman and the department superintendent, 
and can be next presented at a meeting of the grievance com- 
mittee with the plant manager. Appeal is possible to an inter- 
national representative of the union and to higher officers of the 
corporation, or finally to arbitration except on wage questions. 
In most plants, meetings of the committee with the manager occur 
at regular intervals. Usually the union has also a shop-steward 
system, with union representatives in each small section of the 
mill and on each shift, who act as assistants to the grievance men 
but who are not recognized by the management. Grievance men 
are usually paid by the union for time lost from work in connec- 
tion with their duties. 

In appraising the results of this system, the background of 
industrial-relations history in these plants must be remembered. 
In all cases there was a long history of antiunionism and, from 
1933, active efforts to maintain the company union systems in the 
face of union organizing efforts. In varying degrees espionage, 
company police, and purchase of munitions in preparation for 
industrial warfare were instruments of company policy.” Increas- 
ing contacts between employee leaders in the company unions of 
different plants, however, in an effort to broaden and strengthen 
their collective bargaining systems, led to active demands upon 
the companies, and prepared the way for the C.I.O. drive. The 
National Labor Relations Board decision against the Jones and 
Laughlin Steel Corporation, and its extensive hearings upon 


three corporations, the plants employing in 1937 about one hundred thousand men. 
The plants were operating under the agreements described, except in the case of one, 
a member of “Little Steel,” which, although without a formal agreement, had been 
dealing with the union through a recognized union grievance committee for about a 
year. 

6 See hearings and reports of the La Follette Committee on Violations of Free 
Speech and Rights of Labor, especially Report No. 46 (U.S. Senate Committee on 
Education and Labor, 75th Cong., 2d sess.), Part III, pp. 79-89 and 114-15. 
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charges against Carnegie-Illinois, subsidiary of United States 
Steel, strengthened the union’s position. The conversations begun 
during the General Motors strike, between John L. Lewis of the 
C.I.0. and Myron C. Taylor, chairman of the Board of United 
States Steel, led to the reversal of policy evidenced in the agree- 
ments. In Jones and Laughlin a similar change of policy followed 
the Supreme Court decision upholding the N.L.R.B. decision, a 
short strike, and an N.L.R.B. election won by the union. The 
reversal was so complete that inevitably many managers and 
supervisors found it difficult to carry out orders contradictory to 
those under which they had been operating. In those plants where 
there had been a strike, even short-lived, there was also an after- 
math of bitterness. A period of friction and difficulty was to be 
expected. 

By 1938, however, it was evident that the transition had been 
made much more easily than had been expected, and both groups 
| expressed satisfaction with the progress made. The union repre- 
sentatives, on the whole, believed in the good faith of the manage- 
ments in accepting and dealing with the union, while manage- 
ment, on the whole, testified to the responsibility, honesty, and 
intelligence of the union representatives, both national and local. 
There had been no problem of union violations of the contract or 
interference with efficiency in the mills. The year’s experience 
had built up unexpected reserves of mutual respect and confi- 
dence. 

One change that promoted good local relationships was that 
demands on which local employee representatives had been very 
active in the preceding two years (such as the demand for a 
five-dollar minimum and other wage increases, for the forty-hour 
week and overtime pay, for changes in seniority rights and vaca- 
tion plans) were removed from the area of local discussion and 
settled nationally by the provisions of the corporation-wide con- 
tracts. Local negotiations could then be devoted entirely to the 
determination of matters that were purely local. 

In local negotiation of grievances through the bargaining 
machinery, on the whole, settlements were made promptly and to 
the satisfaction of both sides. The great majority of problems 
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were settled in the departments without going to a formal com- 
mittee. When cases reached the committee, to a large extent it 
proved possible to discuss the issues on the facts and to decide 
them on a reasonable, nontechnical basis. 

The two subjects that caused the great bulk of the grievances 
were wage rates and the application of seniority rules. In most 
mills the first was the greatest source of complaint in the early 
months. With the highly complex rate structures in these mills 
and programs of scientific evaluation of jobs and the extension of 
incentive systems, many claims of rate inequalities arose. The 
discussions resulted sometimes in agreed increases, sometimes in 
detailed evidence to support the company’s refusal. Seniority 
cases became more numerous when the 1937 layoffs began. Most 
mills were without scientific merit ratings. Many of them, how- 
ever, gave very thorough consideration to the making of the layoff 
lists. In general, seniority ruled, but in special cases the weight 
to be given skill and efficiency, under the contract, was a matter 
for negotiation. The result was, on the whole, a more careful and 
impartial selection for layoffs than had existed before. Other cases 
occurred on scattered subjects—a few appeals from discharge, 
occasional cases on overtime and the work-week and working 
conditions, accounting for most of them. In several mills the ques- 
tion of the seniority status of foremen who were demoted to the 
ranks because of the layoffs was a serious issue—one not yet 
satisfactorily settled. 

Appeals by local unions to the international office were rela- 
tively rare. A representative of the international union investi- 
gated these cases in the field and often referred them back to the 
local as poor cases which should be dropped or ones which should 
be settled locally. At other times he consulted informally the 
corporation’s representative and was able to settle the case. In 
more important cases a regional director of the S.W.O.C. took up 
the case with the corporation. Records in the S.W.O.C. office 
showed thirty-three appeals in the Pittsburgh area plants of one 
corporation from June, 1937, through March, 1938. Seniority 
questions accounted for sixteen of these, pay inequalities for four, 
questions of the work-week and overtime for three, and discipline, 
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vacation rights, and working conditions for the rest. There had 
been no arbitration cases. In another corporation an internation- 
al representative of the union worked with the local management 
on cases not settled by the grievance men. Records of thirty-two 
cases handled in two months of the fall of 1937 showed thirteen 
on wages and eight on seniority, the rest being concerned with 
overtime, working conditions, or discipline. Only three of these 
were appealed, and none went to arbitration. 

In comparison with the employee-representation systems, in 
most plants this union grievance plan was thought by both groups 
to be working well. It was a more simple and direct arrangement, 
with fewer steps of appeal, and with the omission of joint commit- 
tees, which had been a source of irritation and delay in many 
plants under the old system. More grievances were being settled 
quickly in the departments, and, where that was not possible, 
cases got more promptly to the responsible management who 
could make decisions. In most of the plants the managements 
found this system less time-consuming than the earlier one. While 
there was an immediate increase in the number of grievances pre- 
sented upon recognition of the union, later in most plants there 
were fewer than under the old plan. This was due partly to the 
fact that many previous sources of controversy were settled by 
the contract, partly to greater effort to settle questions promptly 
in the departments, and partly to a better selection of cases. The 
number of grievance men, also, was less than the former number 
of employee representatives, and since the corporation did not pay 
them when off their regular jobs, there was less “running round 
the plant and drumming up grievances” than there had been 
before. Finally the managements in many plants reported that 
this system was working well because the grievance men felt their 
responsibility and had a responsible organization behind them. 
There was never any doubt about the position of the S.W.O.C. 
on observance of contracts and responsibility. The union also 
pointed out, and managements in many cases agreed, that the 
grievance system worked well because union pressure induced 
more prompt attention by supervision to the settlement of 
grievances. 
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There were differences between plants, however, and in some 
cases the problems were much more serious than in others. The 
problem most frequently mentioned by both management and 
men was the inexperience of both groups in collective bargaining 
on this basis. The fact that in all these plants there had been 
several years’ experience with an employee-representation plan, 
however, eased the transition to trade-union collective bargaining, 
in the opinion of most of the men interviewed in these plants. For 
all concerned, the experience in negotiation under the former 
system had been useful training. To a surprising extent the per- 
sonnel remained the same. In most of the plants the same man- 
agers and industrial relations men continued, while many of the 
union grievance men were old employee representatives. In eight 
mills visited, out of a total of sixty-six grievance committeemen, 
twenty-eight had been employee representatives. In four mills 
one-half or more had been former representatives. In one of the 
corporations, also, both of the international union representatives 
who handled appeal cases were former employee representatives. 

Both groups made earnest efforts to educate their members for 
the new contractual relationship. The top managements left no 
doubt that they meant the contracts to be observed and the 
grievances to be settled promptly. Conferences of plant managers 
and of foremen discussed problems. In one case a union officer 
helped plan a foreman training program on collective bargaining. 
In several cases foremen or superintendents were displaced or 
transferred because of inability to get on with the union. The 
S.W.O.C. on its side emphasized the importance of the position of 
committeemen, and its field representatives were active in advis- 
ing the local unions. A union handbook, Handling Grievances," 
was put in the hands of all committeemen, with the stated objec- 
tive “to show from practical experience how management-union 
relations can be improved.”’ Training courses were worked out for 
local representatives, and frequent local grievance committee 
meetings discussed the practical problems involved. 

In spite of these efforts, however, there was friction. Many 


*7 Steel Workers Organizing Committee, Handling Gri es: A Handbook for 
Committeemen of Local Lodges of S.W.O.C. (1937). 
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foremen resented the intervention of union committeemen in their 
departments. In most plants unions complained that, as a result 
of. tactics of foremen, some of the rank and file were afraid to 
bring in grievances lest their standing be hurt. Plant managers 
and industrial relations men differed in their ability to change 
easily to the new method of dealing with labor. Occasionally a 
local union felt a loyalty on the part of management to the old 
employee-representation plan, which made it more difficult to 
settle grievances. Managements, on the other hand, charged that 
the men were sometimes unreasonable in their expectations from 
their new collective-bargaining system, and that grievance men 
did not take the responsibility of deciding whether or not a case 
was a good one. Local union leadership was less intelligent and 
responsible in some cases than in others. Occasionally, also, man- 
agement expressed fear of future complications from the develop- 
ment of radical leadership. 

A few of the management representatives felt that in giving up 
the employee-representation system for the union relationship 
they had lost a friendly contact with employees and an oppor- 
tunity of educating employees in the economic problems of the 
industry. Others, however, considered that the representation 
plans had been overrated as a means of contact and discussion, 
and pointed out that the regular management channel of contact 
through the supervision was more important. Some were finding 
that in the grievance committee they were able to get thorough 
discussion of problems and believed that the union might prove 
as effective as, or even more effective than, the old system in 
promoting co-operation. 

In none of these plants was any problem of union interference 
with efficiency in production reported. A case decided in one of 
the plants in August, 1937, indicates the union’s position. Two 
men had been penalized by a week’s layoff because of a slowdown 
in protest against a change in their piece rate which they con- 
sidered unfair. The agreed-upon decision referred the matter of 
the rate for further investigation, any change to be retroactive. 
But the penalty stood, the union agreeing “in the principles of 
penalizing men who had deliberately refused to work in carrying 














COLLECTIVE BARGAINING AND MASS PRODUCTION 45 


out the company’s orders” and that the men must perform a 
“fair and reasonable day’s work.” In the summer of 1938 the 
union published its second handbook for committeemen, Produc- 
tion Problems," in which it urged that after the union has estab- 
lished permanent and satisfactory contractual relations, it should 
co-operate with the management in the establishment of pro- 
grams for the elimination of waste, reduction of costs, regulariza- 
tion of employment, and similar problems. 

Union representatives and the rank and file in the local unions 
expressed satisfaction with the gains made. They mentioned most 
frequently three points: first, better treatment in the plants, with 
more satisfactory settlement of grievances; second, greater se- 
curity through the better enforcement of the seniority policy and 
the reduction of favoritism; third, the five-dollar minimum rate 
and the absence of a wage cut through the 1937-38 depression."® 

The great majority of the representatives of management inter- 
viewed considered this trade-union system a logical development 
from the narrower employee-representation plan. They felt that 
the new experience on the whole had been successful, and that 
progress had been made in solving problems. They were not seri- 
ously worried about the future and believed that it would prove 
possible to operate successfully on a basis of collective bargaining 
with a powerful and responsible trade-union.”° 


THE AUTOMOBILE INDUSTRY 


In the automobile industry operations under the union agree- 
ments show a greater diversity of experience than in the steel 


*8 Steel Workers Organizing Committee, Production Problems: A Handbook for 
Commiticemen of Local Lodges of S.W.O.C. (July, 1938). 

9 At the time of writing the wage cut by agreement which had been rumored had 
not occurred, and the industry appeared to be awaiting the results of the cut in 
prices on production. 

2° For earlier accounts of this experience see John Elting, “How U.S. Steel Works 
with the Union,” Forbes Magazine, March 15, 1938, pp. 12-15; Steel Workers 
Organizing Committee, Handling Grievances: A Handbook for Commitieemen of 
Local Lodges of S.W.O.C., pp. 2-23, an account of experience at the Aliquippa Works 
of the Jones and Laughlin Steel Corporation; F. H. Harbison, Collective Bargaining 
in the Steel Industry, 1937 (Princeton University, 1937): 
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industry.” Here there is no such standardization of grievance 
machinery as in steel. Steward systems are recognized in some 
plants but not generally under the blanket agreements. Under 
one of these contracts there were district committeemen—as 
many as fifty in the largest plant—with assistants on other shifts, 
and a shop bargaining committee of not more than six employees. 
The assistant and district committeemen adjusted grievances in 
the plant when possible. The shop committee could then take up 
unsettled questions with the plant management, with the right of 
appeal to higher officers of the union and the corporation. Dis- 
trict committeemen were allowed time off during working hours 
without loss of pay for their grievance work. 

Under the other corporation-wide agreement, the original con- 
tract provided only for a shop committee of from five to nine, to 
adjust grievances in the plant individually, and as a committee 
with the plant management. Appeal was provided, and arbitra- 
tion by mutual agreement. When this machinery early proved to 
be inadequate, a supplementary agreement permitted additional 
committeemen in larger plants, the bargaining committee to 
remain at not more than nine. Shop stewards had no function 
under the grievance procedure. The corporation agreed to pay 
each committeeman for time spent on his duties as shop commit- 
teeman during his regular hours, for not more than four hours per 
day. An agreement which replaced this one in the spring of 1938 
strictly limited the number of committeemen to one to every four 
hundred employees, except in small plants, with semiannual re- 
districting. The shop committee was limited to seven, chosen 
from the district committeemen. Committeemen were limited to 
two hours per day away from their jobs for grievance work and 
would be paid by the company for this time. They could leave 
their work to investigate or adjust grievances only when called by 
a foreman at the request of an employee or when they had in hand 


This report is based upon interviews with union and management representa- 
tives in nine great plants, four of one corporation and three of another, under the two 
most important corporation-wide agreements, and two other large independent 
plants under agreement. These nine plants employed well over one hundred thou- 
sand workers in 1937. 
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a written grievance, signed by an employee. International repre- 
sentatives of the union could attend meetings of the shop com- 
mittee and the management only on twenty-four hours’ notice. 

In appraising the operation of these collective bargaining 
systems it is necessary to remember the difficulties under which 
the experiment in trade-union dealing began. The transition was 
accomplished less peacefully than in steel. Here were huge mass- 
production plants, highly efficient—in most cases units of great 
corporations and operated as to their labor policy under varying 
combinations of distant control and local autonomy.” Among the 
workers, resentments had accumulated over insecurity of employ- 
ment, increased speed of operations, inadequate protection of 
seniority, espionage, and discrimination for union activity.*? With 
exceptions in a few companies, company unions had been less 
active than in the steel industry and had been not so much centers 
for development of employee leadership and experience in nego- 
tiation as sources of irritation. From 1933 the industry had lived 
through a complex history of competition between American 
Federation of Labor local unions, company unions, bargaining 
agencies established under the Automobile Labor Board in 1934- 
35, independent unions, and finally the United Automobile Work- 
ers of America. In only an occasional plant had a union been con- 
tinuous from 1933. The workers for the most part were inexperi- 
enced in unionism. The militant strikes which established the 
C.1.0. union in contractual relationships with a large part of the 
industry left an aftermath of resentment and bitterness on the 
part of management and supervision in many plants, and of 
militant self-assurance on the part of the men. The relative youth 
of this group of workers was also a factor.** The union faced the 


* See, for instance, testimony as to the control of labor relations in General 
Motors in the hearings before the La Follette Committee, op. cit., Part VI, pp. 
1871 ff.; Part VII, pp. 2317 and 2322. 

3 Ibid., Parts IV, VI, and VII; also National Recovery Administration, Research 
and Planning Division, Preliminary Report on Study of Regularization of Employment 
and Improvement of Labor Conditions in the Automobile Industry (Washington, 1935). 

*4In the automobile industry 53 per cent of the gainfully occupied males were 
under thirty-five years of age in 1930; in the steel industry, 46 per cent (U.S. Census, 
1930, Vol. V: Population (“Occupations”), pp. 408-11). 
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problem of training a large new group of inexperienced, militant, 
undisciplined members, solving problems of union government, 
and at the same time developing workable relationships with great 
corporations that for the first time had signed trade-union agree- 
ments. 

The results varied greatly in different plants. In general, how- 
ever, after a year or more of experience, on the part of the union- 
ists there was widespread doubt of the good faith of many cor- 
porations in their relations with the union, although there was 
confidence in many individual plant managements. On the part 
of management there was in many plants, though not all, criticism 

f the union for irresponsibility and interference with production 

hrough slowdowns and sitdowns. In spite of the widespread fric- 

ion, however, grievances were being negotiated and many prob- 
lems had been worked out. 

The grievances handled in greatest numbers in the plants were 
those having to do with wages, seniority, speed of operations or 
the number of men on an operation, and numerous matters of 
safety, health, comfort, and convenience. In the early months 
wage cases were especially numerous. Many adjustments were 
made in the rate structure, simplifying and reclassifying in some 

| cases, and removing inequalities, the net result being many in- 

} creases. The detailed application of the seniority rules was 
worked out by negotiation on disputed cases. The most serious 
difficulty was over the “special ability” lists—lists of men who 
could be kept regardless of seniority. In some plants, where the 
lists were discussed with union representatives and the numbers 
kept small, there was no friction. In others, where the union 
claimed that the size of the list was unreasonable and suspected 
the management of antiunion purposes, there were appeals to the 
higher officers of the union and the corporations, and there was 
great unrest before the questions were settled. 

(Since complaints of undue speed were among the most serious 

| grievances, the unions were active from the start in efforts to slow 
down the lines. In many plants it was possible to reach agreement 
through negotiation on fair speed of the conveyors, or proper 
manning of the lines. In some, lines were locked after the agree- 
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ment in order to assure a steady speed. In others, men watched 
the conveyor clocks and were quick to object to any increase. In 
some plants the matter of speed and man-power was the source 
of great and continuing friction, never satisfactorily removed by 
negotiation and resulting in frequent slowdowns and sitdowns. 
In addition, matters of safety and sanitation, health and comfort, 
were handled easily and in considerable numbers in most plants. 
Appeals from discharges or other discipline, complaints of dis- 
crimination by foremen, issues over reduction of hours and equal 
division of work in slack time, were handled more or less satis- 
factorily. 

Appeals from decisions in the plant were possible under both 
the General Motors and the Chrysler agreements. The union set 
up a special division in the international office for each of these 
corporations. The great majority of grievances were settled in 
the plants, but appeals from some plants were in numbers large 
enough to indicate serious faults in the operation of the local sys- 
tem. Sometimes local officers appealed poor cases, which had to 
be returned to them. Grievances were negotiated with corpora- 
tion officers on the subjects of seniority, charges of discrimina- 
tion, occasional discharge or other discipline cases, and others. 
Only one case, a discipline question, had gone to arbitration. 

The difficulties in the relationships were in many cases serious. 
Union interference with efficiency was the one most frequently 
mentioned by management. In several plants managements had 
no serious complaints on this score, saying that they were now 
able to work out reasonable agreements with the union. In 
others, however, managements reported that slowdowns hdd in 
many cases forced unreasonable restriction. In a number of cases 
management felt keenly a lack of understanding of economic 
problems by the union officers and committeemen and an inabil- 
ity or unwillingness to see the practical problems of the company, 
and feared radical influences in the union. It was clear that in 
some cases the mutual suspicion was so great as to make impossible 
a dispassionate consideration of problems. In some, the unionists, 
feeling that “there is only so much work to be done,” gave in- 


f 
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adequate attention to questions of costs and the long-run interest 
of workers in increasing production. 

The other serious charge against the union was that of ir- 
responsibility, in failure to follow the grievance procedure and in 
the use of slowdowns and sitdowns in violation of the contracts. 
In many plants stewards and committeemen were said to have 
failed to live up to their responsibilities. Some committeemen 
abused their privilege of time off for grievance work. Many did 
not use care in the selection of grievances which should be pushed, 
were unnecessarily irritating in their approach to supervisors, and 
failed to uphold discipline. Numerous unauthorized stoppages 
had taken place, especially during the early months of the con- 
tracts, and again in the winter of 1937--38 during the layoffs. The 
problem had not entirely been solved in spite of the international 
union’s assurances to the companies that it would prevent 
stoppages and discipline members who broke the agreements. 

Many of these difficulties can be attributed to the newness of 
this arrangement. In several plants where the union was some- 
what older, and where there had been longer experience in nego- 
tiation, the relationship was better. In three plants, also, a 
majority of the shop committeemen, fourteen out of a total of 
seventeen, had formerly been employee representatives, and the 
experience in negotiation under the old system was generally 
thought to have been useful training for both union and manage- 
ment. In five other plants where only four committeemen of the 
total of thirty-five had been employee representatives, there was 
little if any carry-over of useful experience from the old company- 
union system. Time, experience, and training on both sides were 
needed before the system could work satisfactorily. The union 
tried to deal with these problems by preaching responsibility 
through its paper, the United Automobile Worker, by putting 
pressure on locals, and by urging training in grievance procedures. 
In some locals, stewards’ classes and meetings were a practical 
aid. In some companies, too, the management put much time and 
effort into training its supervision for the new relationship. In 
most plants the same managers and industrial relations men con- 
tinued as before the recognition of the union, but occasionally 
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foremen or even superintendents had been removed because of 
their inability to get on with the union. In some plants consider- 
able pressure was put by managers upon the department super- 
visors to settle grievances promptly and on the ground. 

Many local unions, however, had serious complaints to make of 
the management. While they granted the difficulty in so drastic 
a change of policy as this had been, they were unconvinced that 
top managements had given adequate orders to all plant man- 
agers and foremen on their duty in relation to the union. They 
complained of the use of technicalities and delays to prevent satis- 
factory settlement. In some cases, on the other hand, the unions 
felt that they would be more successful with their local manage- 
ment were it not for orders from the top. The questions raised 
by the unions on these points included three different elements: 
the basic question of good faith, the real difficulty of enforcing 
uniform policy on all members of a huge organization, and, oc- 
casionally, regulations so detailed that they prevented the local 
working-out of mutually satisfactory and practicable arrange- 
ments. 

Failure to remove friction by the prompt settlement of griev- 
ances on a mutually acceptable basis was widespread, and was 
the most fundamental reason for the unauthorized strikes. 
Sometimes inadequacy in the negotiating system itself was to be 
blamed, sometimes the way in which it was used by one or both 
sides. Different results were obtained in different plants, both 
with steward systems and with the district committeeman and 
small shop committee systems of the corporation-wide agree- 
ments. In some cases the steward systems worked relatively satis- 
factorily to both groups, although there were problems in train- 
ing adequately the large group of stewards. In other cases there 
was more friction—in at least one plant visited largely attribut- 
able to the union’s failure to train and discipline its committee- 
men and stewards. 

Under the corporation-wide contracts, although the grievance 
system was in general the same in each plant, the results varied. 
In some cases where the management made every effort to settle 
questions promptly, and both sides avoided technicalities, dis- 
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putes were worked out over the conference table to solutions 
acceptable to both groups. Here there were few appeals and few 
sitdowns. In other plants where more friction and “irresponsible 
action’’ were evident, the unions were highly critical of delays in 
handling grievances, and fewer grievances were settled in the de- 
partments than in other plants. In several cases it was clear that 
the meetings of the shop committee and management lacked the 
thorough discussion, the understanding of the position of the 
other side, and the final working-out of a mutually acceptable 
solution, which was the practice in plants where collective bar- 
gaining was proving more satisfactory. 

An extreme example will be given from one plant where there 
had been great difficulty. Here there were approximately thirty 
district committeemen, with a shop committee of seven chosen by 
divisions from the committeemen. A grievance which could not 
be settled in the plant was presented at a weekly meeting of all 
the committeemen of the division with the division manager. A 
week later at the next meeting the manager gave a written answer 
to this request. If the answer was not acceptable, the grievance 
might be presented later in the week at a regular meeting of the 
shop committee with the general manager. A week later at the 
next meeting the answer was given, again in written form. Ap- 
peal could then be made to a higher officer of this division of the 
corporation. Thereafter appeal might be made to the Detroit 
office of the union and the corporation, with a final possibility of 
arbitration. It was not usual at these committee meetings to 
argue the matter out thoroughly and to reach a decision at that 
time. When an adverse decision was given, the men typically 
were not convinced, and they appealed. On crucial issues collec- 
tive bargaining to a conclusion acceptable to both occurred only 
rarely. The inevitable delays and resentments arising from this 
system, reminiscent of company unionism, make it understand- 
able why there was so much trouble in this plant. 

At times certain technical limitations in the agreements made 
trouble also. When the limitation on the number of committee- 
men was such that a committeeman was not always easily avail- 
able, grievances were not brought quickly into the open and 
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settled. When doubt of the good faith of management existed, a 
requirement that all grievances be signed seemed to the men 
dangerous and promoted suspicion. When committeemen were 
strictly limited to two hours off on any day for handling griev- 
ances, the limitation could be used to hamper prompt settlement 
of grievances needing attention, although in most cases the time 
was ample. Such technicalities made little difference in plants 
where the relationship was good, but in others they were sources 
of further friction. 

To local union officers and the rank and file of union members, 
appraising their experience, however, the gains through the 
union seemed very substantial. Control of speed and better en- 
forcement of seniority rights were among the most important. 
Better working conditions were frequently mentioned, and even 
more often a reduction of discrimination and favoritism by fore- 
men and generally better treatment in the plant. The bettering of 
wages and avoidance of wage cuts in the depression were recog- 
nized but usually less emphasized than other gains. The repre- 
sentatives of management, also, frequently admitted abuses under 
the old system, especially of favoritism, difficult to control in 
huge organizations. The pressure for production had undoubted- 
ly in some cases gone too far at the expense of the men. One plant 
manager, although on the whole very critical of the union, 
summed it up in the words, “The union does keep supervision 
honest.” 

The dramatic character of the difficulties in the automobile 
industry in its early experience under trade-union agreements 
tended to overshadow the quiet and constructive developments in 
many plants. While the difficulties in establishing a trade-union 
share in determination of labor policies in such an industry must 
not be minimized, a very substantial majority of the management 
representatives interviewed felt that progress had been made 
toward a more satisfactory relationship. The union members and 
representatives were learning the responsibilities of collective 
bargaining, some of the resentments of managers and supervisors 
were wearing off, and there was evidence of a growing habit in 
many plants of working out problems on a reasonable basis. Fac- 
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tionalism in the international union, which confused issues and 
prevented clear-cut action to solve the problems in local union- 
management relationships,** and doubts as to the good faith of 
management in accepting the union on the other hand, were two 
elements which threatened a continuance of friction in some 
cases. 

THE RUBBER INDUSTRY 


In the rubber industry the experience of the large companies,” 
bargaining locally at the separate plants, differed so greatly that 
much of it can be discussed only in terms of the separate cases. 
The local negotiating machinery was responsible for the negotia- 
tion of contracts as well as for settlement of grievances. Typically 
it consisted of a large number of stewards or committeemen, at 
least one for each shift in each department, and a chairman for 
each division, with a small “plant legislative committee” or 
grievance committee. The number of committeemen was as high 
as five hundred in one of the largest plants. Grievances were taken 
up by the department committeeman with the foreman, by the 
division committeeman with the division superintendent, and by 
the plant grievance committee and the president of the union 
with the management at a regular or specially called meeting. 
Under one agreement arbitration was provided. Usually the 
union paid its committeemen for time lost on committee work. 

That the difficulties experienced in some plants were not pri- 
marily a matter of failures in the collective-bargaining machinery 
was indicated by the successful operation under this system in 
some places. One large plant, not in Akron, had a quick and 
peaceful transition from the representation plan under which it 
operated until the Supreme Court upheld the Wagner Act, to 
recognition of the local of the United Rubber Workers, recently 
organized but with a large membership. A committee system was 


*s The acceptance by the union’s executive board of an agreement to end fac- 
tional strife, on September 16, 1938, and the subsequent reinstatement of four ex- 
pelled officers gave ground for the hope that this source of difficulty would be less 
in the future. 

© Information was secured on the experience of the largest plants of the four 
largest corporations. 
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set up, several of the grievance men being former employee repre- 
sentatives. Many clauses of a proposed contract were worked out 
and became the basis of operations. A policy of reduction of hours 
before layoffs, and of seniority in layoffs, was agreed upon, and 
cases in question were settled amicably. In the operation of the 
wage-incentive system, there were some retimings of jobs and 
adjustment of rates by agreement. This plant uses the most 
modern equipment and pays relatively high wages. It had met no 
opposition to machinery from the union, or any interference with 
efficiency of production. Grievances were being settled, most of 
them in the departments, without interruptions of operations or 
serious difficulties. 

In Akron the situation was more complex and difficult and in 
1938 reflected the years of conflict since 1933. Serious grievances, 
especially related to speed, insecurity of employment, and dis- 
crimination, had promoted rapid unionization. The companies 
had a long open-shop background. Their labor policies from 1933 
to 1936 included the promotion of company unions, the use of 
espionage, and the purchase of munitions.*7 Under the National 
Recovery Administration, Labor Board elections were blocked in 
the courts. In 1935 the three big companies agreed to negotiate 
with the unions on grievances. None signed agreements, however, 
until after the validation of the National Labor Relations Act 
and the major automobile and steel agreements. In the interim 
there had been strikes which closed great plants for weeks in 1936 
and 1937. Labor Board elections were won by the unions at the 
Akron plants of Goodyear and Goodrich in 1937, and of Firestone 
in 1938. 

During these years the young, militant, trade-unionists* found 
that they often had more success through direct action than 
through slow and unsatisfactory negotiations. The numerous sit- 


27 Hearings before the La Follette Committee, op. cit., Part II, p. 571; Part 
VIII, pp. 2939 ff.; Report No. 46, Part III, pp. 83 and 112. 


28 Rubber workers, like automobile workers, are young, in each case 53 per cent 
of the gainfully occupied males in 1930 being under thirty-five years; nearly three- 
fourths of them were native white (U.S. Census, 1930, Vol. V: Population [“Oc- 
cupations”’], pp. 408-11). A great many of them, also, were from the South. 
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downs and slowdowns that interrupted operations were the re- 
sult. The local unions, strong, self-reliant organizations which 
antedated the United Rubber Workers, had confidence in their 
ability and right to run their own affairs. At times they made less 
use of the pooled resources of knowledge and experience in their 
international union than many older unions have found wise. 
Negotiations were conducted, with greater or less success in the 
different plants, on matters of basic policy and of grievances. 
Seniority questions were an important issue. Policies of sharing 
work by reducing hours and of seniority in layoffs were worked 
out at two of the plants. In another plant long-continued friction 
over layofis and seniority indicated the failure to establish an 
agreed-upon policy. In all plants there were many adjustments 
by negotiation of individual wage rates under the incentive sys- 
tems, sometimes after sitdowns. The first major agreement 
signed, however, froze the differentials in that plant for the period 
of the agreement. Questions of speed, the greatest grievance in 
the past, were a source of difficulty. The union members in many 
cases put definite limits upon production. In some plants agree- 
ments were reached on production standards, based on retiming 
of jobs. Opposition of the men to new machinery, which they saw 
displacing workers, resulted, however, in restrictions extensive 
enough, according to management spokesmen, seriously to ham- 
per needed modernization of the plants. 

The relationships from 1936 to 1938 were made more difficult 
by the trend toward decentralization of the rubber industry and 
a loss in the competitive position of Akron. While there were 
many reasons for the trend, among them market considerations 
and the advantage of new plants with modern layouts, intensive 
propaganda by business groups in Akron implied that the re- 
sponsibility was entirely at the door of the union, due to inter- 
ruptions of operations and increases in costs. In 1938 independent 
union movements had gained some strength. The antiunion 
propaganda and the unions’ resulting distrust of the motives of 
the managements made it extremely difficult to discuss on their 
merits concrete issues such as the real problem of Akron’s com- 
petitive position. 





COLLECTIVE BARGAINING AND MASS PRODUCTION 57 


Several of these questions came to a focus in long negotiations 
at one of the plants in the spring of 1938. The management in- 
sisted that it must have a wage cut, flexibility of hours, and assur- 
ance of co-operation in the efficient use of its facilities, if it were to 
continue on a competitive basis, and threatened to move a sub- 
stantial part of its operations from Akron. Negotiations were 
complicated by the union’s fear of a concerted antiunion move- 
ment and a general wage-cutting drive, and by the active inter- 
vention of outside groups who tried the case in the public press, 
insisting that the union must “save Akron.” Finally, at the re- 
quest of the union, which considered that inadequate evidence on 
comparative costs had been presented, a representative of the 
United States Bureau of Labor Statistics made an investigation. 
His report”? upheld the company in its argument that there had 
been a loss in Akron’s position, and that this company probably 
operated “at a competitive disadvantage with modern plants 
.... in lower wage communities.” He pointed out the difficulty 
of maintaining existing differentials, “so long as the advantage in 
equipment lies with the outside plants of the leading tire produc- 
ing companies.” He upheld the union, however, by finding no 
justification for a general wage decrease in the rubber industry, 
and no reason to believe that a cut in this plant would not be 
followed by others. Negotiations were resumed and continued 
while the plant was closed by an entirely peaceful eight-day 
“holiday,”’ until agreement was reached and a contract signed. 
It continued existing wages without change but, subject to 
negotiation should conditions warrant, gave a less liberal vaca- 
tion plan than that of the previous year, and maintained the six- 
hour day as normal, but with some provision for flexibility. It in- 
cluded also a formal commitment by the union, “‘to cooperate 
fully in the modernization of equipment and the effective use of 
the facilities provided.” 

The difficulties in the union-management experience in Akron 
could be attributed largely to managements’ failure to accept the 
union without long resistance. An atmosphere of conflict resulted 


#9 A. F. Hinrichs, “Summary of Report on Questions of Fact Raised by United 
Rubber Workers,” Akron Beacon Journal, May 14, 1938, p. 12. 
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which promoted militant and sometimes irresponsible action. 
The unions failed to establish the complete discipline needed. 
Their limitations on output were justifiable to some degree, be- 
cause of previous undue pressure; but they were uncontrolled, and 
went so far as to have unfavorable effects upon the competitive 
situation, as well as to arouse great resentment on the part of 
management. In 1938, however, the unions were on record that 
they would co-operate for the solution of these problems. Fur- 
ther training of their members and committeemen in the methods 
and responsibilities of collective bargaining was needed. On the 
part of the companies two of the largest plants had signed agree- 
ments, and another was in negotiations. Most crucial for the 
future was the question whether managements would attempt to 
work out peacefully with the unions the difficult problems of labor 
relationships. Some plants in the industry were already finding it 
possible to operate successfully on such a basis. 


OTHER INDUSTRIES 


The union-management relationships in three other large 
plants, two producing electrical equipment and one farm machin- 
ery, are of special interest because the three companies con- 
cerned have stood high for many years in the list of companies 
known for well-rounded and liberal personnel programs and good 
working conditions. All were among the pioneers in establishing 
employee-representation plans. In each case a trade-union which 
was established in 1935, or even earlier, worked aggressively 
through the machinery of the representation plan. Each union 
won recognition for its members and eventually a Labor Board 
certification as sole collective-bargaining agency. In early 1938 one 
union operated under the terms of a corporation-wide agreement, 
one had a local agreement, and one was negotiating on policies 
and on grievances, but without a formal agreement. A large pro- 
portion of the union grievance committeemen, eighteen of a total 
of thirty, had been representatives under the old systems. 

Shop-steward systems were in operation in the two electrical 
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manufacturing plants.*° In the farm-equipment plant some thirty 
committeemen, with a smaller bargaining committee, handled 
grievances. In all these plants the managements put pressure on 
supervisors to handle grievances quickly, and the majority of 
cases were settled in the departments. In all plants there was con- 
siderable success in working out policies on layoff and seniority 
and the application of seniority rules in cases of dispute, adjust- 
ing matters of individual wage rates, of timing of operations, of 
vacation rights, hours, and various matters of working condi- 
tions. A decrease in favoritism, especially through better enforce- 
ment of seniority, was emphasized by each of these unions as a 
major gain. 

The managements were concerned to some degree with ques- 
tions of union leadership, especially the possible development of 
radical influence. None of these plants, however, had had any 
trouble with stoppages since recognition of the union, nor were 
any charges made of interference with production except in one 
case where the seniority policy was found noticeably to reduce 
efficiency. Although there was need for more training of com- 
mitteemen, the grievance systems were generally approved. They 
were more efficient than the old company unions, promoted 
prompt settlements, and did away with the costly systems under 
which employee representatives had spent all or most of their 
time on grievance work. Another substantial advantage, in the 
opinion of one management representative, was the separation of 
the collective-bargaining system from other management matters, 
such as safety and welfare programs, which had been part of the 
program of the works council. 

In only one of these plants did the management feel that a 
serious loss of contact between them and their employees resulted 
from giving up the old representation plan. They felt a barrier, 
which prevented their getting the facts of a situation to the men, 
and they resented union propaganda. It is significant that this 
company was one in which the union was suspicious of the mo- 


3° For union recommendations on a steward system, with discussion of problems 
of its operations, see the United Electrical, Radio and Machine Workers of America, 
The Shop Steward System and Local Union Problems (1937). 
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tives of the management, believing that the company had ac- 
cepted the union only so far as it believed necessary under the law, 
and that the management was less ready to work out problems 
with this union than they had been with the works council. 
While many matters were settled satisfactorily in the plant, the 
union had at times serious difficulty in getting access to higher 
officers of the corporation on important matters. The union 
wanted a signed agreement, either national or local. The manage- 
ment, however, refused, saying that it was not required by law, 
that in view of changing conditions it would be impossible to 
cover all details of labor relations in a contract, and that it was 
better to continue on a flexible basis. The results of negotiations 
on matters of policy were published by the corporation as an 
announcement of company policy, never as an agreement with 
the union. The unionists considered this an unfair attempt to 
deny them the prestige which should accompany full recognition. 
The resentment caused by these policies interfered with the 
development of a co-operative relationship in which important 
questions could be considered on their merits. 


RESULTS AND PROBLEMS 

Any collective-bargaining system, even if judged primarily 
from the standpoint of the workers, since they set it up for their 
own advantage, must in the long run promote the efficient opera- 
tion of industry, broadly interpreted, if it is to be considered 
satisfactory. The increase of real income which workers want is 
possible in the long run only under these conditions. Three more 
specific tests may be suggested: first, a reduction of human costs 
in industry, of insecurity, fatigue, fear, and poor morale; second, 
the promotion of technical efficiency, but not at the expense of the 
workers, in the interest of low costs, low prices, and large produc- 
tion, for the sake of fuller satisfaction of human needs; finally, a 
collective-bargaining system operating within the framework of a 
capitalist economy must not disregard the necessity for profit- 
able operation. Collective bargaining cannot, however, be judged 
entirely in monetary terms. 

These tests cannot yet be applied completely for a judgment 
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of the experience in the mass-production industries here studied. 
The experience has been too brief, and there are important un- 
certainties as to future developments. Moreover, the effects of 
the trade-union development cannot be isolated from the effects 
of other changes in industry during this brief period. Neverthe- 
less, there can be no doubt that the success under the first test has 
been considerable in all these industries. On the other points the 
experience varied more, and adverse judgment is necessary in 
some cases. The most difficult problems under the new system 
are related to these questions. 

Certain clear gains accrued to workers through this collective- 
bargaining experience. First is the gain in security, in a number 
of forms: agreed-upon policies of work-sharing combined with 
protection of seniority in layoffs, protection of older men from loss 
of their jobs, and protection against discrimination, favoritism, 
and the minor dishonesties and autocracies of which there is wide- 
spread testimony in the large plants. Of almost equal importance 
are the intangible gains resulting from the establishment of demo- 
cratic rights in industry, gains of self-respect and a feeling of 
“better treatment in the shop,” arising from the fact that griev- 
ances are more promptly and effectively acted upon than was 
generally the case earlier. Improvements in the quality of super- 
vision are marked. This was true under the more effective of the 
company unions, and is more true under the combined pressure 
of the trade-union and of management in the new system, which 
often increases the responsibilities of foremen for good industrial 
relations. At many points in these industries, also, speed which 
the workers considered excessive has been reduced. Pressure on 
the foremen to get out production in many cases leads to a speed- 
ing-up of conveyor lines. This pressure is counterbalanced by 
union strength, and the rate of production made subject to joint 
determination and control. Improvements in working conditions 
of other sorts were secured in many plants. Finally, there are the 
gains in wages. Increases in rates and the ironing-out of inequali- 
ties between jobs were very numerous, while wage cuts were pre- 
vented in the depression. Any doubts whether some of these gains 
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in wage rates might have been counterbalanced by lessened em- 
ployment or higher prices were seldom met among the unionists. 

Some of the factors that contributed to successful or unsuccess- 
ful relationships, in addition to the newness of the arrangement 
and inexperience on both sides, need further discussion. The atti- 
tude of management was of dominating importance in these de- 
velopments. When the union recognized that the company had 
accepted the union in good faith and was making an honest effort 
to work out the problems, in most cases a satisfactory relation- 
ship developed. Where managements were hostile, the unions 
were often skeptical of the good faith of the management; and 
mutual suspicion, failure to settle grievances satisfactorily, and 
stoppages resulted. It is significant that in a number of im- 
portant cases the plant managers or industrial relations men, 
who were handling labor matters on the ground, were more 
optimistic about the possibility of working out these problems 
than were the top managements. Moreover, the most pessimistic 
picture in several cases was given by “outsiders,” representatives 
of employers’ associations or of chambers of commerce. Interfer- 
ence with local attempts at constructive solutions of these prob- 
lems with the unions was apparent in a number of cases, especially 
after the union defeat in the “Little Steel” strikes, and the com- 
ing of the new depression in the fall of 1937. Distant control over 
labor relations was influential, whether for conflict, as in these 
cases, or for co-operation, as in others. 

Union leadership played an important role also. There were 
differences in the amount of emphasis on responsibility in observ- 
ance of contracts and the necessity of trained and disciplined 
self-control of rank-and-file and union representatives. The larger 
proportion of the local unions in these plants had good records on 
this score. In a minority of cases there was more or less serious 
difficulty, arising in part from inexperience and inadequate 
training, in part from irresponsible, unstable, or unintelligent 
leadership. The necessity for training the new trade-unionists for 
their responsibilities was recognized by all the international 
unions. In some locals an excellent job was done. In others diffi- 
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culties were in part attributable to inadequate attention to this 
problem. 

The problem of union government in these great industrial 
unions is a difficult one. The new trade-union members, many of 
them young, American-born, and militant, feel keenly the desir- 
ability of local autonomy and rank-and-file control. At the same 
time centralization is essential for dealing with the great cor- 
porations. Experiment is under way in all these unions on these 
problems. A nice balance between local and international control 
is still to be worked out to satisfy the need in each industry both 
for centralization in the interest of efficiency and for the demo- 
cratic processes leading to self-discipline and self-control, which is 
essential for the best operation locally of these tremendous 
organizations. 

On all such problems of the development of the new unionism 
in these industries, managements can help or hinder. In many 
plants the managements were helping to develop good union 
leadership. Negotiating committee meetings and other contacts 
with union committeemen were used for an educational process. 
In other plants the methods of the management tended to pro- 
duce fighting leadership or to promote dissension in the union. 

Faults in the negotiating machinery itself in some cases hinder 
satisfactory relations. A few essentials of a satisfactory negotiat- 
ing system may be summarized: authority of supervisors to 
handle grievances efficiently and promptly under the machinery; 
easy accessibility of grievance men when their services are needed 
by their constituents; availability to the union of management 
representatives with authority to make decisions, requiring either 
the delegation of authority or the accessibility of top manage- 
ment at need; and, finally, a true collective-bargaining process, of 
threshing out a problem over the table, until a basis of agreement 
is found. Failures at some of these points contributed to unsatis- 
factory relationships at some of the plants visited. 

Differences of opinion exist as to the relative merits of a small 
grievance-committee system, a large group of committeemen or 
stewards, with a small negotiating committee, or an intermediate 
system. The large committee has many advantages: it gives each 
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section a grievance man familiar with the work there; he is easily 
accessible to the rank and file, and can handle grievances without 
leaving his department; he has an important role in educating 
the rank and file and in furnishing a close contact between the 
union and the membership; and from the standpoint of manage- 
ment it is useful to have contact with a large group of union 
representatives, both for the education of the committeemen and 
in order to learn more of what union members are thinking. On 
the other hand, there are serious disadvantages: so large a group 
of committeemen as in some of the plants cannot be very carefully 
chosen or so well trained and expert as a smaller group would be; 
and the decentralization of such a system makes it difficult to 
control. Occasionally a full-time union officer worked with the 
group of committeemen, to avoid the latter difficulty. The small- 
committee system is thought by many to be suited to the needs 
of the steel industry, where large groups of men work in one de- 
partment. Such small committees tend to be better selected and 
more efficient, although less democratic, than larger ones. Un- 
official steward systems are in use in some of the plants in addi- 
tion, however, to supply the need for closer contact with the rank 
and file. The difficulties in the grievance systems in certain plants 
were in part the result of having too many committeemen, not 
sufficiently experienced and controlled, while in others there may 
have been too few to handle the problems adequately. 

The question of whether there should be a signed contract is oc- 
casionally a sore point. The unions want such agreements as evi- 
dence of the good faith of the company, and because of the help 
to their own prestige. A written agreement tends also to stabilize 
the relationship, makes the rights and obligations of both groups 
clear, and makes it easier for the union to control its members. In 
some cases companies opposed signing contracts because of un- 
willingness “‘to help the union organize.’ In others they feared 
development of inflexible rules and preferred to move more slow- 
ly toward a contractual relationship. There are problems also of 
the division between local and national collective bargaining. 
While some of the companies aimed to keep collective bargaining 
entirely local, the unions pressed for broader agreements. As the 
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area of collective bargaining widens, there are problems for both 
the corporations and the unions in keeping adequate scope for the 
local determination of local issues and adequate influence of local 
experience upon national policies at the same time that problems 
of national concern are effectively handled. 

Finally, some managements were concerned over questions of 
the unions’ attitudes toward production, technical efficiency, and 
the economics of the industry. The unions had avoided the mis- 
take of writing restrictive rules into their contracts. Actual ex- 
perience on production problems differed from industry to indus- 
try and plant to plant, as has been shown. These problems are 
recognized by many leaders of the unions and are yielding to 
co-operative solution where a good relationship exists. The re- 
search departments of the international unions, so far as their 
resources permit, carry on studies of the economics of their indus- 
tries. Policies of the unions already reflect, and should reflect 
more in the future, the results of such industry-wide studies. The 
most concrete evidence of this is the S.W.O.C. handbook on Pro- 
duction Problems, recently issued. 

A related problem was posed by a number of managers. They 
felt that they were restricted by the National Labor Relations 
Act from any thorough discussion of economic problems with their 
employees, and cited a tendency of local unions to appeal to the 
Labor Board against decisions of managements adverse to their 
demands. Such fears were met more often, although not only 
there, in companies where the unions were suspicious of bad faith. 
Unions, on the other hand, in a number of plants complained that 
they were expected to accept the management’s word without 
having access to the full facts in the case. Both complaints indi- 
cated that the relationship had not been established on a basis of 
mutual confidence in which the facts were fully presented and the 
union was in position therefore to make responsible decisions, with 
full knowledge of probable effects upon the economic position of 
the company and the workers. There were indications, however, 
that the most successful method to develop responsibility in the 
unions on these matters of economic policy was to accept the 
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union fully and to see that its leaders had full information on the 
company’s problems. 

The experience in collective bargaining between the great cor- 
porations in the mass-production industries and the C.I.O. unions 
in these first years was very uneven. In a substantial majority of 
the plants visited, however, the men of both groups who were 
handling the relationships reported progress toward a mutually 
satisfactory basis upon which problems could be solved. In a 
minority of plants, although in some cases improvements were 
evident, the management was unreconciled, resentments on both 
sides prevented satisfactory settlement of disputes, and the rela- 
tionship was still largely a matter of conflict. Although the fac- 
tors involved were highly complex, in most cases the attitude of 
management seemed to be the one most crucial factor in determin- 
ing the character of the development.* 

#' For valuable discussion on some of the points made above, from the point of 


view of the Steel Workers Organizing Committee, see Harold J. Ruttenberg, The 
Strategy of Industrial Peace,” Harvard Business Review, winter, 1939, pp. 159-76. 





A RECONSIDERATION OF THE COBWEB THEOREM 
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E cobweb theorem has come to occupy an important 
place in recent formulations of static economic theory 
since it endeavors to demonstrate that even under highly 

simplified assumptions there is no certainty that price and output 
ultimately will adjust to the equilibrium represented by the inter- 
section of the supply and demand curves. To be sure, the theorem 
has been held to apply only when certain requirements are ful- 
filled. These conditions have been summarized recently by 
Ezekiel as follows: 


(1) Where production is completely determined by the producers’ re- 
sponse to price, under conditions of pure competition (where the producer 
bases plans for future production on the assumption present prices will con- 
tinue, and that his own production plans will not effect the market); (2) 
where the time needed for production requires at least one full period before 
production can be changed, once the plans are made; and (3) where the price 
is set by the supply available.* 


Providing these conditions are fulfilled, the cobweb theorem 
contends there are three distinguishable possibilities concerning 
adjustment of supply to demand consequent upon a shift of the 
demand or supply curve which disturbs the pre-existing equi- 
librium. For demand curve shifts there is first the case of per- 
petual oscillation in which the given supply curve and the new 
demand curve have equal slopes (Fig. 1); second, the case of 
divergent fluctuation in which the supply curve has a greater 
slope than the new demand curve (Fig. 2); and, third, convergent 
fluctuation in which the supply curve has a lesser slope than the 
new demand curve.’ As is well known, according to the theorem 

*M. Ezekiel, ““The Cobweb Theorem,” Quarterly Journal of Economics, LII 
(1938), 272. The third condition would seem to be implied in the assumption of 
pure competition. 


? W. Leontief has shown that if the curves have unusual shapes—i.e., if they are 
not regular but change their slopes suddenly—it is possible to combine all three 
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only in one case, the third, will price and quantity ultimately 
come to rest at the intersection of the demand and supply curves. 
Hence it is argued that even under static assumptions an equi- 
librium price if disturbed by a shift in the demand curve (or of 
the supply curve) will not necessarily set in motion a series of 
adjustments leading to a new equilibrium. 

It is the purpose of the present paper to examine more closely 
than seems to have been done heretofore the implications for the 
theorem of the assumptions concerning the nature of the supply 
curve employed in its exposition. 


I 


1. A supply curve purports to show what quantities of a 
given product will be forthcoming at various prices. And, under 
the assumption of competitive conditions, different supply curves 
for any given product will result according to the length of the 
time period over which the adaptation of quantity to price is as- 
sumed to take place. What properties are implicit in the supply 
curve as used in the cobweb theorem? 

In the first place, the theory of cobweb oscillations induced by 
a shift in the demand curve presupposes throughout that, while 
output changes according to the assumption that producers al- 
ways expect the price ruling in the last period to prevail in the 
next, the supply curve as such remains unaltered. In other words, 
the supply curve is completely reversible throughout its whole 
length with respect to each period. This means that, production 
having increased in one period over that of the previous period, 
it can contract again to its original, or any lower, level without 
complications arising from the fact that production had previous- 
ly expanded. But a completely reversible supply curve with re- 
spect to each production period must mean that for each firm 
cost outlays in any one period are incapable of yielding valuable 
services in production beyond that one period. To assume other- 
wise is to assume away the reversibility of the supply curve which 


‘‘cases” in one pair of demand and supply curves (“‘Verzégerte Angebotsanpassung 
und partielles Gleichgewicht,” Zeitschrift fiir Nationalékonomie, V, Heft 5 [Decem- 
ber, 1934], 670-76). 
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is taken for granted in, and is indispensable to, the cobweb 
analysis. This property of reversibility, or, alternatively, com- 
plete ease of adjustment to any anticipated price in the interval 
between production periods, imparts to the supply curve some of 
the characteristics of long-period competitive supply curves. For 
it means that the entry—or withdrawal—of firms and the expan- 
sion—or contraction—of output by established firms in response 
to any expected price requires an interval no longer than that be- 
tween production periods—whatever that may be. Is not a 
further deduction possible, however? If, as indicated, cost out- 
lays exhaust their service-rendering ability in each production 
period, each entrepreneur may recombine the factors of produc- 
tion completely afresh in planning his next “year’s” output on 
the assumption that the present price will hold. But if all expect 
the same price to rule in the ensuing period, and strictly competi- 
tive conditions prevail, then all will have identical average costs 
per unit and, should the anticipated price actually prevail, no 
producer would secure more, or less, than normal profits.’ In 
other words, the conclusion would seem logically to follow that a 
competitive supply curve, positively sloped and reversible 
throughout with respect to each production period, implies also 
an equality of average cost to (expected) price and as between 
firms.‘ 

Having indicated certain characteristics of the supply curve as 
used in he cobweb theorem, we may pass to a consideration of 
certain implications of the theorem itself. And let us begin by 
assuming that the cobweb fluctuations are initiated by a shift in 
the demand curve.5 

2. Taking first the case of perpetual oscillation, assume that in 
Figure 1 the original demand curve is dd with price and output 
in equilibrium at P, and Q,, respectively. If now the demand 

3 Under completely competitive conditions the only differential in (expected) 


returns between entrepreneurs would be that reflecting the differences, if any, be- 
tween their respective entrepreneurial abilities. 


4 For competitive conditions to prevail, the number of firms, of course, must be 
large, but the number need not be constant for all points on the supply curve. 


5 The alternative possibility of a shift in the supply curve is treated in Sec. IT. 
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curve should shift to the left, represented by the new curve DD 
according to the theorem, price will fall to P, since output is fixed 
for the time being at Q,. But if producers expect this lower price 
P, to prevail, they will produce quantity Q,, causing price to rise 
in the next period to P,. Output is then raised to Q, (equal to Q,), 
causing price to fall again to P, (equal to P,). The path is then 
retraced a second time, a third, and so on ad infinitum without 
equilibrium ever being reached. 


Pp 











Let us note a corollary of this continuous fluctuation of output 
and price. When the amount Q, is produced in anticipation of 
price P,, yet actually sold at P,;, producers suffer aggregate losses 
of Q.(P, — P;). When, however, they produce amount Q, in 
anticipation of price P;, they actually receive price P, and secure 
aggregate excess profits of Q,(P, — P;). It is obvious at once, 
however, that aggregate losses in each “pair’’ of periods will al- 
ways exceed aggregate excess profits by the amount (P, — P;) 
(Q, — Q,). Hence producers always lose more in the interval of 
low prices than they secure in the period of high prices. This 
means that through time they will never succeed in “breaking 
even” by securing normal profits. 
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For the divergent case a similar conclusion follows. In Figure 2 
let dd be the original demand curve and DD the new demand 
curve. The shift to the new demand curve causes price to rise from 
P, to P;, which in turn leads to output Q,;, causing price to fall 
to P,. The subsequent prices are then P;, P,, Ps, etc., and the 
quantities Q., Q;, Q,, etc. Here again, however, the excess profits 
caused by a rise of price from P, to P, will be more than wiped 
out by the resulting losses when output increases to Q, and price 


Pp 
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falls to P,. For the divergent case aggregate losses will always 
exceed aggregate excess profits for each pair of periods: the aver- 
age loss per unit is always greater and the number of units larger; 
hence aggregate losses will always be greater than aggregate 
excess profits. 

It is easily shown that the same result follows, is reinforced in 
fact, if the initial change in demand is a movement of the curve 
downward and to the left. In this instance we merely start with 
losses instead of profits. 

For the convergent case (Fig. 3) it is uncertain whether aggre- 
gate losses will exceed aggregate profits or not. If, as before, the 
new demand curve is DD, causing price to rise from P, to P,, pro- 
ducers will initially secure excess profits of Q,(P, — P.). In the 
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succeeding period they will, to be sure, suffer losses in the amount 
Q,(P, — P,), but there is no certainty that these will exceed the 
aggregate excess profits. If the demand curve is very elastic and 
the supply curve relatively inelastic, it is almost certain that 
profits will exceed losses. With this combination, moreover, 
equilibrium is closely approached after comparatively few ad- 
justments. 


y-) 
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If the initiating cause is a fall in demand instead of an increase, 
in Figure 3, the initial loss is greater than the immediately subse- 
quent gain, and so for each following pair of periods. In this case, 
therefore, losses must again exceed gains. 

Thus it would appear that with the exception of the convergent 
case moving toward equilibrium as a consequence of an increase 
in demand, the fluctuations of price and output postulated by the 
theorem necessarily involve producers in greater losses than gains 
as long as the cobweb path is traced. 

Are not certain deductions possible from this conclusion, 
however? 

3. We have already shown (sec. 1) that the supply curve em- 
ployed in the cobweb theorem is reversible with respect to each 
period and that therefore each period’s cost outlays exhaust their 
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productivity in that period. This being so, it means that in Figure 
1, when price is P, and aggregate losses incurred by producers are 
Q.(P, — P;), these losses are direct out-of-pocket losses. They 
are not such things as failure to cover depreciation, for instance. 
In the perpetual oscillation case (Fig. 1) producers in the aggre- 
gate suffer direct losses in each pair of periods of a net amount 
(P, — P;)(Q. — Q,). In order for the cobweb path in Figure 1 
to be retraced ad infinitum, one would have to assume that there 
is always a batch of new producers ready to rush in (and in- 
evitably dissipate part of their capitals) as soon as prices such as 
P,, P,, etc., prevail. The possibility of perpetual oscillation 
rests ultimately on the additional assumption, heretofore not 
expressly stated, that there is always a group of new producers 
willing to venture and lose their capitals in each pair of periods.’ 

It seems more reasonable to suppose, however, that the con- 
tinuous losses and the regular exodus of firms would lead to a 
more sharply rising supply curve, i.e., the original SS curve would 
inevitably become more inelastic.* But as SS becomes more in- 


6 Producers whose capital has been depleted by a swing of the cobweb cycle 
might be assumed to borrow more or withdraw funds from alternative uses. Such 
replenishment of capital by established producers and the influx of new firms would 
together allow production to increase again. 

7 There would seem to be an additional complication here. When price falls from 
P, to P; (Fig. 1), those producers already established lose a portion of their capital 
because of the out-of-pocket losses incurred. Now, are we to assume that those 
producers originally committed and some new producers together produce Q:, or 
that no new producers come in until Q; has been produced and sold at P,? There 
seems no reason to suppose that new producers would be attracted by the losses 
when price is P:. Possibly, however, the assumed persistence of price P; is sufficient 
to induce new firms to enter. 

8 The question might be raised as to why the SS curve is upsloping in any case. 
Ordinarily two possibilities are open: (1) what Professor Viner has called ‘‘Ricard- 
ian” increasing costs, which means some nonaugmentable factor, e.g., l.nd, which is 
being used more intensively, or (2) external diseconomies of larger production (cf. 
J. Viner, ‘‘Cost Curves and Supply Curves,” Zeitschrift fiir Nationalikonomie, 
Band III, Heft 1 [September, 1931]). Ricardian increasing cost, however, is scarcely 
compatible with the required assumption already indicated of the complete reversi- 
bility of the supply curve SS with respect to each period of gestation, although 
enough additional assumptions could perhaps be made to cover it. Otherwise, in- 
creasing cost presumably results from the necessity of bidding variable factors of 
production away from other employments, or from external diseconomies of large 
production. 
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elastic than DD, we have the convergency case of Figure 3. So 
also in Figure 2, SS would become more inelastic than DD and 
the divergent case would be converted into one of convergency. 
In other words there would be a movement toward equilibrium 
for the reason that the persistent excess of losses over profits in 
both Figure 1 and Figure 2 is unstable and must cause the supply 
curve to become more inelastic.? The conclusion seems justified 
that if SS possesses its required properties, neither perpetual 
oscillation nor divergency could long persist. And these are the 
two cases which imparted interest to the cobweb theorem since 
there was ostensibly no movement toward equilibrium. 

4. Let us consider briefly the possibility that the supply curve 
meant in the cobweb theorem is a short period supply curve 
where the number of producers is given and fixed.” For any 
given (expected) price each producer will extend output until 
marginal cost is equal to it, unless such price be less than his least 
average direct cost when he will not produce at all. In other 
words, each point on such a supply curve represents the aggregate 
response of a “fixed” number of producers to anticipated prices 
when each firm extends output until marginal cost equals the ex- 


pected price—a short-run equilibrium position for each and every 
firm. On these assumptions there is no requirement that average 


* Some readers may feel a little uneasy about the suggested conclusion that the 
supply curves will become more inelastic as a consequence of the persistent excess 
of direct out-of-pocket losses over gains. And the present writer confesses that he 
was himself bothered by it for some time. The source of irritation, however, is 
simply that it seems to introduce in a back-handed way the assumption that pro- 
ducers learn from experience; which is of course expressly excluded by the cobweb 
theorem. But after some mulling over the writer feels that to argue that the in- 
evitable dissipation of producers’ capitals leading to a curtailment of production 
and hence a more sharply rising supply curve is not the same as abandoning the as- 
sumption that producers expect the prevailing price to hold in the next period. In 
the first case producers do not change their expectations; they merely find it im- 
possible to extend output as much as before by reason of the losses already incurred. 

Of course if we allow some partial adaptation of output to anticipated price in the 
interval between production periods, i.e., a distinction between long-period and 
short-period supply curves, then the short-period curve will be less elastic and we 
get a gradual movement toward equilibrium, as Lange has shown. See infra, n. 18. 

1° For reasons already given the case of a variable number of producers is incom- 
patible with the reversibility of the supply curve except under the special conditions 
noted above. 
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cost be equal for all producers. The particular average costs of 
the individual firms when their marginal costs are all equal to 
the respective distances vertically downward from SS to the 
quantity axis may be indicated by a series or family of “particu- 
lar expenses” or “entrepreneurs’ differential cost curves.” In 
Figure 4 let SS be a short-period supply curve of the type de- 
scribed. Also let dd be the original demand curve such that price 
and quantity are in equilibrium at P, and Q,, the intersection 


“Particular expenses” or “‘entrepreneurs’ differential cost curves” may be 
(and have been) interpreted in either a theoretical or an empirical sense. 

In the theoretical sense used here for a fixed number of producers there is a par- 
ticular expenses curve extending to the left from each point on the short-period 
supply curve and each particular expenses curve is constructed in the following 
manner: Competitive conditions being assumed, each producer will extend his 
output until his own marginal cost is equal to price. Hence, for each and every price 
there is a definable output for each producer; and the total output forthcoming at 
any given price is simply the summation of the outputs of the individual firms at 
that price. SS, a short-period supply curve for a fixed number of producers, is 
simply the locus of a point relating prices and total outputs. For any point on SS, 
therefore, the distance horizontally is the resulting total output when all the firms 
equate marginal costs and price, i.e., the distance vertically downward from that 
point. What of the particular expenses curve from that same point? It shows the 
consequences in terms of average costs to the individual firms which result when 
they individually extend output until their respective marginal costs are all equal to 
the given price. The firms’ average costs are arranged in ascending order from left to 
right by a series of “thin parallelograms or thick straight lines.’’ The line drawn 
through the tops of these thin rectangles is the particular expenses curve for the 
given point on the supply curve. Si ace for any other price each firm would produce 
a different output, and hence their average costs would be different, it therefore fol- 
lows that there will be a definable ‘“‘particular expenses’’ curve o1 “entrepreneurs’ 
differential cost’’ curve from each point on the SS curve. Something of this kind, it 
seems to the writer, was what Marshall had in mind when he labeled his curve a 
“particular expenses” curve. Cf. Principles (8th ed.), pp. 810-12. 

An entirely different version of what is often called a particular expenses curve 
has been in empirical studies that are necessarily backward-looking in character. 
Here the curve simply shows the array of average costs, as computed from, say, ac- 
counting records for some past period, of all those firms which contributed to the 
known total output of that period. “‘Cost” in this sense of course is a far less pre- 
cise concept than that used in formal theory; and the resulting curves will be affected 
by the accounting policies of the firms in question. And, as has been pointed out to 
me, it is impossible ‘‘to move in a definite manner from the particular expenses curves 
[of this latter sort] to the long-run supply curves or vice versa without special as- 
sumptions.” 

It is the formal version of the particular expenses curve as described in the earlier 
paragraph that the writer wishes to employ here. 
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point of the two curves. Now let the demand curve shift to the 
new position DD, causing price to fall to P, which in the ensuing 
period calls forth output Q, sold at price P,, etc. The cobweb is 
then traced in the manner already indicated. What of profits and 
losses? 

In Figure 4 let EE represent the entrepreneurs’ differential cost 
curve before the shift in demand to DD. Whether or not profits 
will exceed losses under the perpetual oscillation of output from 


-) 
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Q, to Q, and of price from P, to P, will depend upon the position 
of the entrepreneurs’ differential cost curve at the lower output, 
Q,. If at Q, most firms have marginal costs lower than average 
costs, then the differential cost curve will lie mainly above a 
horizontal line through P,;. On the other hand, if EE lies sub- 
stantially below a horizontal through P,, then E’E’ may still be 
below P, throughout most of its length. Clearly, whether profits 
exceed losses or not will depend upon the relative position of EE 
with regard to E’E’ when demand falls from dd to DD. While not 
certain, to be sure, it seems likely that a fall in demand is likely 
to impose aggregate net losses on producers in each pair of 
periods. 

Conversely, if the cobweb oscillations are induced by an in- 
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crease in demand, then profits are more likely to exceed losses on 
each complete cycle. For, if most producers were operating 
beyond the point of least average total cost before the increase in 
demand, i.e., their respective marginal costs were greater than 
their respective average costs, then, for the larger output in 
response to the expected higher price, the differentials between 
marginal costs and average costs would be even greater.” 

No great purpose is served, however, by introducing this 
version of the supply curve with the assumption of a fixed num- 
ber of producers. For, if we retain the postulate of pure competi- 
tion, the supply curve will be altered by the entry or withdrawal 
of firms, and the resulting oscillation will be modified accord- 
ingly." 

5. We have now considered the implication in terms of profits 
and losses of interpreting the supply curve in the cobweb theorem 
first as a long-period and second as a short-period curve with the 
number of producers given and fixed. What type of supply 
curve, however, have the expositors of the theorem had in mind? 
This is not always clear from the published vercions. 

Ricci’s review of Moore’s Synthetic Economics in 1930 was one 


of the first expositions of the cobweb diagrams. His curves, how- 
ever, are explicitly the statistical demand and supply curves of 
the type developed in Moore’s book."* Tinbergen, in the same 
issue of the same journal, while primarily dealing with other 
matters, also introduced the cobweb diagrams.’ His supply 
curves seem to be quasi-long-period curves, although a misin- 
terpretation here is possible. Kaldor’s curves are definitely long- 


™ Each producer, of course, is assumed to extend output until his marginal cost 
equals the anticipated price. 

3 If entry to the industry is restricted by other than a scarcity of ability and 
resources, conditions of pure competition do not prevail. 

“4 U. Ricci, “‘Die synthetische Okonomie von Henry Ludwell Moore,” Zeitschrift 
Siir Nationalékonomie, I, Heft 5 (April, 1930), 649-68, at 655-56. Moore’s technique 
need not be described here, but see his Synthetic Economics (New York, 1929), esp. 
chap. iv and pp. 92-100, where he works out demand and supply curves for potatoes 
from statistics of production and farm prices. 

*s J. Tinbergen, “‘Bestimmung und Deutung von Angebotskurven: Ein Beispiel,” 
Zeitschrift fiir Nationalikonomie, I, Heft 5 (April, 1930), S. 669-79, at S. 670-71. 
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period curves."* And Leontief states explicitly that he is using a 
Marshallian supply curve;*’ while Lange specifically calls his sup- 
ply curve a Marshallian long-period curve."* Ezekiel’s very 
recent and extended discussion of the cobweb theorem uses a 
supply curve which makes allowances for carry-overs from one 
period to the next, and although either interpretation is possible, 
his subsequent discussion suggests that his curve is a long-period 
curve.*® 


II 


1. The same three-type cases of the cobweb theorem may 
equally well arise if the initial disturbance is a shift in the supply 
curve. And in the same manner the resulting cobweb depends 
upon the relative slopes of the new supply curve and the (un- 
changed) demand curve. In the matter of profits and losses the 
same general arguments as we have already advanced are ap- 
plicable. If the supply curve moves to the left, then producers 
initially start with excess profits; while if it moves to the right, 
they begin the cycle with losses. In the convergent case these 
first losses will exceed any subsequent excess profits; but initial 
excess profits may or may not exceed subsequent losses, depending 


upon how steep the new supply curve is in relation to the demand 
curve. A shift in the supply curve does not alter our previous 
conclusion concerning the inevitability of losses exceeding profits 
for both divergency and perpetual oscillation. It seems un- 
necessary to offer diagrams for these obvious conclusions. 


%*N. Kaldor, “‘A Note on the Determinateness of Equilibrium,” Review of 
Economic Studies, I, No. 2 (February, 1934), 122-36, at 134-35. Kaldor seems to 
have christened the analysis the cobweb theorem. 

17 Op. cil., p. 670: “Gegeben ist eine Marshallsche Nachfragekurve und eine 
Angebotskurve 

80. Lange, ‘‘Formen der Angebotsanpassung und Wirtschaftliches Gleichge- 
wicht,”’ Zeiischrift fiir Nationalékonomie, V1, Heft 3 (August, 1935), 358-65, at 
360. Presumably this means using the concept of the representative firm as Marshall 
did to develop or construct the supply curve. 

19 Ob. cit., p. 260. He writes: ‘‘SS’, however, is the supply curve for the quantity 
produced in the next succeeding period in response to price in the previous period” 
(italics in the original). Hence SS’ might be either long period or short period. 
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2. One rather minor point in connection with shifts in the 
supply curve may be noted in passing. 

If the cobwebs resulting from a shift in the supply curve are to 
be symmetrical with those following upon a shift in the demand 
curve, it is necessary to assume that the change inducing a new 
supply schedule exerts its full effect in the interval between two 
production periods. Not infrequently, however, a change in sup- 
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ply conditions produces its complete results not immediately but 
only gradually. In other words, cases are conceivable where 
several production periods must elapse before the new supply 
schedule appropriate to the altered conditions is finally achieved; 
for instance, a technological improvement in the production of 
an agricultural product.” Before such final adjustment is 
reached, however, new supply curves, representing partial adapta- 
tions and relevant for one production period, come into existence 
and determine output: the supply curve moves by “jumps,” so 
to speak, from its old position to the new final position appro- 


% This case must not be confused with one of Ezekiel’s which traces the conse- 
quences of a several-periods lag in the response of output to price but with the 
supply curve unchanged (ibid., pp. 266-71). 
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priate to the changed conditions. This type of adjustment gives 
different cobweb paths than if the adaptation of supply condi- 
tions to the technological change is complete and final between 
two production periods. In Figure 5 the difference is illustrated 
for the case of perpetual oscillation. If, as a consequence of 
changed supply conditions, the supply curve moves in the inter- 
val between two production periods from S, to S;, the cobweb 
resulting is the large rectangle indicated. If, however, several 
production periods must elapse before S, can shift to its position 
of final adaptation, say S;, and only gradually approaches it 
by steps such as S,, S,, S;, etc., then the ultimate perpetual 
oscillation will be via the much smaller rectangle P,Q;P,Q«. 
Clearly an approach to the new supply curve by degrees reduces 
the amplitude of the resulting perpetual oscillations of price and 
output. Since the adjustment of supply to altered conditions of 
production often—perhaps usually—requires several production 
periods, the conclusion indicated is not without interest. It also 
corresponds to what one would expect on a priori grounds. 

A similar assumption with respect to cases of convergent and 
divergent oscillation does not alter their essential character: they 
remain convergent or divergent, but the cobweb paths traced out 
are different and sometimes quite fantastic. Any reader can easily 
graph such cases for himself.” 


III 


We may briefly summarize our conclusions. The cobweb 
theorem has been offered as a formal statement of a certain com- 
bination of conditions under which the displacement of equi- 
librium does not set in motion a chain of events leading to a new 
equilibrium of an enduring sort. If our analysis is valid, we have 
shown that neither perpetual fluctuation at a given amplitude 
nor expanding fluctuation is theoretically possible if the supply 

tT suppose that one could assume that demand curves also undergo a gradual 
change and thereby affect the cobweb paths. But the obstacles to a complete and 
final adjustment of supply in the interval between production periods have no 
counterpart in derrand; which is not to say, of course, that demand always changes 


abruptly and never gradually, but only that the impediments to change are less 
significant economically. 
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curve is a competitive supply curve such as most writers ap- 
parently had in mind in their exposition of the doctrine. We have 
sought to show that losses will inevitably exceed profits and that 
the required reversibility of the supply curve implies that these 
losses are direct out-of-pocket losses. On the special assumption 
that there is always a group of new producers willing to rush in 
and dissipate their capitals with each swing of the cycle, the 
theorem may perhaps be valid. This special case needs to be 
made explicit, however, and probably requires further assump- 
tions. For the short-period curve with a fixed number of pro- 
ducers the conclusion as to profit or loss is partially indeterminate; 
but by definition such a curve is only an intermediate and not a 
final equilibrium adjustment under competition. Thus, for those 
empirically established fluctuations in output and price it is 
doubtful if the cobweb theorem provides a logically acceptable 
explanation for the reasons indicated. 

Finally, one can scarcely resist emphasizing that it is difficult, 
nay almost impossible, to discover industries in real life which 
even roughly correspond to the very rigid conditions necessary 
for the cobweb oscillations. There is first the not easily attained 
requirement of pure competition. More difficult to approximate 
in real life, however, is the assumption of the complete inability 
of producers to alter final output once they have made their plans 
and commitments: fruit rotting on the trees and potatoes in the 
ground is a not unfamiliar sight. Moreover, almost all agricul- 
tural commodities are produced under technological conditions 
such that the final output from given input is at least partially 
unpredictable because of uncontrollable weather and climate fac- 
tors: certainly crop yields vary a good deal in any one region from 
year to year. Last, the inviolable assumption that people never 
learn from experience, no matter how protracted, is at least 
debatable. 
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I. IMPORTANCE OF INTERPRETING UNEMPLOYMENT 
IN FAMILY UNITS 


HIS paper presents a method of translating unemployed 

persons into family units. By interpreting unemployment 

in terms of families rather than individual persons, an effort 
is made to analyze a neglected aspect of the character or nature 
of unemployment. This study, together with recent data show- 
ing the relatively low earnings of supplementary workers in the 
family, suggests that there has often been an overemphasis upon 
the volume of unemployment. 

The volume of unemployment has always been dealt with in 
terms of the number of workers—essentially an economist’s con- 
ception, for he is interested in why resources are idle and in the 
nature of the forces responsible for unemployment and re-em- 
ployment. The sociologist, the student of politics, or the relief 
administrator is interested as well in another aspect of unem- 
ployment, namely, the destitution and social unrest which it en- 
genders. But the economist, too, should be concerned with the 
productivity of employment and with the level of well-being 
which is provided. 

For purposes of theoretical articulation, the economist has as- 
sumed a homogeneity in the labor supply which is at sharp vari- 
ance with reality. In the United States, at least, there is a striking 
difference between the principal wage-earner and the supple- 
mentary workers in a family with regard to both the incidence of 
unemployment and the earning power when employed. Here, for 
example, is a four-person family: the daughter is a hairdresser; 

* The author is indebted to Emerson Ross and Howard Grieves for assistance 
and criticism. This is part of a more detailed study which is in progress. 
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the daughter’s husband, a fireman; the father, a mechanic—all 
three are gainfully employed. The mother runs the household. 
Studies of weekly earnings of hairdressers or firemen or mechanics 
have important uses, of course, but they cannot be taken as direct 
indicators of well-being. Likewise, in case of individual unem- 
ployment, destitution does not follow inevitably. The family is 
an important economic unit which has been neglected in the study 
of unemployment. While the example cited is not typical, the 
multi-worker family is a significant unit. In the United States 
more than half the family workers are in multi-worker units. The 
consequences of individual unemployment are quite different in 
a multi-worker family and a one-worker family. Neither the 
social nor the economic effects of unemployment are so grave in 
the case of supplementary workers as in the case of the principal 
worker or family head. For this reason the volume of unemploy- 
ment requires further interpretation. Changes in the average 
rate of unemployment may be misleading, especially with regard 
to the problems of welfare and destitution. 

In studying the problems of relief and economic statecraft, 
perhaps it is not the number of persons unemployed which is most 
germane, but rather the number of families totally unemployed. 
For the most part, destitution and the need for assistance are a 
family matter. Consequently, though one or more persons in a 
family be unemployed, destitution may not ensue so long as there 
are other workers in the same family who are employed with rea- 
sonable earnings.’ It is, of course, true that earnings in such par- 
tially employed families will be inadequate more often than in 
totally employed families, but the fact remains that ten million 
unemployed supplementary workers in partially employed fami- 
lies would probably create less of a problem than either (a) five 
million unemployed workers in totally unemployed families or 
(6) five million unemployed family heads. Thus the number of 
families totally unemployed is in some respects more relevant to 
many of the problems of statecraft—particularly destitution— 


? Because of the shockingly low earnings of the supplementary workers, partially 
employed families will often need assistance. 
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than the number of persons unemployed, which is the figure com- 
monly used. 

Consider the relation between relief and unemployment. It 
was a common observation in the summer of 1937 that employ- 
ment had increased and that relief rolls therefore should fall. The 
implication usually was that relief needs should fall correspond- 
ingly. But clearly this question depends upon (a) how many of 
the unemployed families were on relief rolls in the first place and 
(6) the extent to which the workers re-employed were from non- 
relief families already partially employed. Re-employment may 
come from three categories: (1) partially unemployed families 
not usually on relief; (2) totally unemployed families not on re- 
lief; (3) totally unemployed families on relief. Re-employment 
from the first two categories does not reduce relief, and more than 
half the unemployed workers fall in these groups. But even if all 
the unemployed workers were “‘on relief’? to begin with, the relief 
group need not vary directly with changes in unemployment. The 
private re-employment of two million workers on relief might, 
because of the multi-worker families, remove three million work- 
ers from relief rolls. 

It is important to observe, furthermore, that the two series— 
(1) unemployed workers and (2) totally unemployed families— 
do not vary proportionately. A rise or fall of 20 per cent in the 
former does not entail an equal change in the latter. The presence 
of multi-worker families complicates the relationship in several 
ways. 

Since more than half the workers in the United States are in 
multi-worker families, the number of families totally unemployed 
will be considerably less than the number of workers unemployed. 
This paper seeks to provide a method whereby unemployment can 
be estimated in family units. The subject has been entirely neg- 
lected, so that while there are many estimates of unemployed per- 
sons, there are none of families. The numerous difficulties in de- 
fining unemployment are not touched upon; the purpose is only 
to relate unemployed workers to totally unemployed families, so 
that given the number of unemployed workers, a method is pro- 
vided for obtaining the number of family units totally unem- 
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ployed. No emphasis is placed upon the accuracy of the final 
estimates; our interest here is, principally, in the factors which 
affect the relationship between unemployed persons and totally 
unemployed families. Such factors throw light upon the character 
of unemployment and its sociopolitical meaning. 

In the analysis which follows, farm families and families with 
no employable member are eliminated; the expression “totally 
unemployed families” refers to families having one or more 
employable workers out of work. Part-time workers are regarded 
as employed. 

We shall indicate two ways from empirical data by which the 
number of unemployed workers can be converted into family 
units. Then we shall indicate how deductive calculations can be 
modified to yield close approximations to reality. 


II. THE FUNCTION WHICH RELATES UNEMPLOYED WORKERS 
AND TOTALLY UNEMPLOYED FAMILIES 


The number of families which are totally unemployed when any 
given number of persons is unemployed depends upon three fac- 
tors: first, the simple principle of combinations; second, the per- 
centage of the one-, two-, three-, and four-or-more-worker fami- 
lies in the population; third, the differential rate’ of unemploy- 
ment between one-worker and multi-worker families. 

The effect of combinations, though obvious enough, is perhaps 
a little surprising when applied to multi-worker families. Cer- 
tainly, it has been much neglected in interpreting unemployment. 
The only study I have found which touched upon this factor 
says: “When the head of the family is the sole wage-earner, the 
family finds itself without means of support when he loses his job. 
Should there be two wage-earners, there would be a s50-so 
chance that at least one of them would have work.”* This is not 
a correct statement of probability combinations. Only if ap- 
proximately 70.7 per cent are unemployed is there a 50-50 chance 
that “at least one would have work.” If, for example, the rate of 


3 As used here, rate means simply the percentage unemployed. 
4 Ewan Clague, in Clague and Powell, Ten Thousand out of Work (Philadelphia, 
1933), p. 46. (A pioneering and, on the whole, excellent piece of work.) 
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unemployment were 1o per cent, there would be gg chances out 
of 100 in a two-worker family, 999 out of 1,000 in a three-worker 
family, etc., that “at least one would have work.” Furthermore, 
the supplementary workers suffer about a 50 per cent higher rate 
of unemployment than do one-worker families. 

First hypothesis Calculations of the effect of combinations 
which neglect this difference have been called the “first hy- 
pothesis” because they assume the same rate of unemployment 
for workers in one-worker and multi-worker families, a condition 
contrary to fact. 

The essential principle to bear in mind is elementary proba- 
bility: the rate of total unemployment in multi-worker families 
is the product (and not the sum) of the rates of the individual 
members. Thus, when unemployment in one-worker families is 
25 per cent, total unemployment in two-worker families is (25)?, 
or 6.25 per cent; similarly, in three- and four-worker families, 
the rate is (25),3 or 1.56 and (25)*, or 0.39 per cent, respectively. 
In the same way, this means that when one-half the workers are 
unemployed, the two-, three-, and four-worker families will be 
one-fourth, one-eighth, and one-sixteenth totally unemployed, 
respectively. Or, if the one-worker families are only 5 per cent 
unemployed, the four-worker families will be 0.000625 per cent 
totally unemployed. 

The combined rate of total unemployment for all families is 
determined by the distribution of one-, two-, three-, etc., worker 
families. The all-family rate, which represents the weighted 
average of rates for the various family groups, is described by the 
equation’ y = 66.1% + 22.87 + 7.525 + 3.62‘, where y equals 
the rate of total unemployment for all families and x equals the 
rate of unemployment for all workers. The constants represent 
the weighting, that is, the ratio which each family group bears 
to all families in the urban and rural nonfarm population accord- 
ing to the 1930 census. 

Empirical data.—The functional relationship between families 
and workers is shown in Figure 1 on an empirical basis. The data 


5S The average is about 4.5 workers in the four-and-more-worker families, but the 
fractional exponent in the last term has been ignored. 
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from these local censuses have been interpolated by freehand 
drawing. It is conclusive from the empirical data in Figure 1 that 
the rate of total unemployment for multi-worker families is not 
the simple power of the rate for one-worker families, as assumed 
in the first hypothesis. The difference between the first hy- 
pothesis and Figure 1 is due solely to concentration of unem- 
ployment in multi-worker families. In 1934, in Bridgeport, Con- 
necticut, for example, 21.8 per cent of the one-worker families 
were unemployed while the corresponding rates for workers in 
two-, three-, and four-and-more-worker families were 26.8, 31.7, 
and 36.4. This differential in the incidence of unemployment is 
shown in Figure 2, which explains why the first hypothesis yields 
results which differ from Figure 1 (see Fig. 3). 

Corresponding to any given rate of unemployment for workers, 
the hypothetical calculations give a higher rate for all families 
totally unemployed than do the empirical data of Figure 1, be- 
cause the one-worker families, comprising 66.1 pr cent of all 
worker families, enjoy a lower than average rate of unemploy- 
ment. Thus, when all workers are 25 per cent unemployed, those 
in one-worker families are only 20 per cent unemployed. Failure 
to recognize the differential shown in Figure 2 leads to a serious 
overestimate of families totally unemployed. The first hypothesis 
serves as a limit to the empirical, for only if the rate of unemploy- 
ment were higher for workers in one- than in multi-worker families 
(a most improbable condition) would the empirical be higher than 
the hypothetical. 

Recognition of this fact that the incidence of unemployment is 
much higher in multi-worker families is of paramount importance 
in interpreting both the statistics’ and the problems of unem- 
ployment. It means, for example, that the average rate of unem- 
ployment overstates the incidence of unemployment on family 
heads, since the higher average rate in multi-worker families is 
due, doubtless, to the supplementary workers. Since unemploy- 
ment among supplementary workers is of less significance than 

° E.g., it probably explains some of the differences between the U.S. Employ- 


ment Service registrations and the Biggers’ census of November, 1937. See, further, 
Survey of Employment Service Information, February, 1938, p. 4. 
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Per cent of all workers unemployed 


Fic. 2.—Relationship between all unemployed workers and unemployed workers in one- and in multi-worker families 
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among family heads, average figures which do not differentiate 
these groups are likely to be misleading. These considerations 
suggest, also, that the importance of knowing exactly “how 
many” are unemployed has been overemphasized. 

Adjustments in census data.—Owing to differences in the dis- 
tribution of family groups among the various local censuses, the 
unadjusted census data are not comparable. In Philadelphia, for 
example, about half the families are one-worker families, in con- 
trast to Michigan, where about three-fourths are one-worker 
families. The given data have been re-weighted on a basis of the 
United States census. The purpose of the adjustment was to 
eliminate the differences in family structure among the raw 
samples without affecting the given data on the functional rela- 
tionship.’ 

Owing to the different distribution of family groups, two com- 
munities may have different average rates of unemployment, 
even though the specific rate for each family group is identical. 
Consequently, the averages frorn crude census data are not com- 
parable until adjusted by re-weighting the family groups. It was 
found, of course, that the adjusted data showed much less dis- 
persion than did the unadjusted data around a line of best fit. 

In Figure 1, the adjustment affects only the all-family line, 
which is the weighted average of the other lines—weighted on a 
basis of the United States census. Thus, when (he specific rates 
for each family group in Bridgeport are re-weighted, there are 
17.1 per cent instead of 15.4 per cent of the families totally un- 
employed. This is because only 52 per cent of Bridgeport’s fami- 
lies are one-worker families in contrast to 64 per cent in the United 
States. The adjustment in this case increases the relative weight 
of the one-worker families, which have the highest rate of unem- 
ployment (Fig. 1), and raises the average rate for all totally un- 
employed families. The adjustment has the opposite effect in 
cases such as Michigan where the one-worker families are over- 
represented in the unadjusted census data. 


7 For an explanation of the nature and meaning of this adjustment in detail see 
my article in the Journal of the American Statistical Association, December, 1937. 
Crude death-rates are similarly adjusted to allow for differences in the age distri- 
bution. 
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Since workers in multi-worker families suffer a higher rate of 
unemployment than those in one-worker families, it follows that 
re-weighting of the family groups will also affect the average rate 
of unemployment among workers. Thus, the effect of the adjust- 
ment is to lower the average rate for workers when one-worker 
families are underrepresented in the sample, and to raise the 
average rate when they are overrepresented. In cases such as 
Philadelphia, where the percentage of one-worker families is less 
than in the 1930 census for the United States, the effect of the 
adjustment is to reduce the percentage of workers unemployed 
and increase the percentage of families totally unemployed; the 
opposite occurs in cases such as Michigan, where the percentage 
of one-worker families is higher than in the 1930 census for the 
United States. The effect of this adjustment, which is a redis- 
tribution of families (at the given specific rates of unemployment), 
is due to the re-weighting and to the higher incidence of unem- 
ployment in multi-worker families. 


III. DETERMINING THE FUNCTIONAL RELATIONSHIP BY 
A SECOND METHOD 


The relationship between the persons unemployed and families 
totally unemployed can be obtained by a second route. Such a 
procedure will serve as a check on the foregoing and, in addition, 
reveal some interesting relationships which are worth following 
for their own sake. 

What part of the unemployed workers at any time are in 
totally unemployed families and what part are in partially unem- 
ployed families? If one knew the fraction of the unemployed 
workers who are in totally unemployed families which corresponds 
to any given rate of unemployment, then these workers could be 
expressed as families. For example, if, when there are ten million 
unemployed, x million are in totally unemployed families, then 
these x million workers are in y million families. The two rela- 
tionships needed are (1) the fraction of all unemployed workers 
who are in totally unemployed families and (2) the number of 
workers per totally unemployed family. A moment’s reflection 
will show that both are functions of the rate of unemployment. 
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Average number of workers per totally unemployed family.— 
There are 1.5 workers per family in the entire population, but 
clearly the totally unemployed families are not representative; 
for, as a result of the arithmetic of combinations, the multi- 
worker families are greatly underrepresented. The degree of 
underrepresentation falls as unemployment rises and, of course, 
disappears when unemployment reaches roo per cent. Thus the 
average number of workers per totally unemployed family will be 
the same as the average for total population (1.5) only when un- 
employment is 100 per cent. As unemployment approaches zero, 
the average number of workers per totally unemployed family 
will approach 1, since total unemployment declines faster in multi- 
worker than in one-worker families. Interpolation of the adjusted 
data show that as unemployment varies from 10 to 40 per cent, 
the average number of workers per totally unemployed family 
rises from 1.18 to 1.38.° 

Fraction of all unemployed workers in totally unemployed fami- 
lies—For basically the same reason—namely, that total unem- 
ployment in multi-worker families increases faster than that in 
one-worker families—the percentage of all unemployed workers in 
totally unemployed families will rise and fall with changes in the 
rate of unemployment. Interpolation of the adjusted data shows 
the fraction of all unemployed workers who are in totally unem- 
ployed families. As unemployment rises from 10 to 40 per cent, 
the fraction rises from 41 to 61 per cent.? 

We are now able to see that this second method (Table 1) yields 
the same result as the first (Fig. 1). Consider the case when there 
are 10,000,0a0 unemployed among the urban and rural nonfarm 
workers, with a corresponding labor supply of 40,000,000 workers. 
The rate of unemployment, then, is 25 per cent. Reading from 
Table 1, we see that 51.5 per cent (or 5,176,000) of the 10,000,000 
unemployed are in totally unemployed families. Likewise, there 
are 1.27 workers per totally unemployed family. Thus, there are 
4,075,800 totally unemployed families where there are 10,000,000 
unemployed workers (i.e., 5,176,000 divided by 1.27). 


8 Cf. ibid., Chart ITI and Table IV. 9 Ibid., Chart IV. 
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The same results can be obtained from Figure 1. When work- 
ers are 25 per cent unemployed, families are 15.4 per cent totally 
unemployed. A nonfarm labor supply of 40,000,000 multiplied by 
0.6649, which is the average number of families per nonfarm 
worker, gives 26,600,000 families." Of these families, 15.4 per 
cent are totally unemployed, which gives the number 4,097,000, 
a negligible difference from the results obtained above. 


TABLE 1 


SCHEDULE OF RELATIONSHIP OF RATE OF UNEM- 
PLOYMENT TO (1) PER CENT OF UNEMPLOYED 
WORKERS IN TOTALLY UNEMPLOYED FAMILIES 
AND (2) NUMBER OF WORKERS PER 100 TOTALLY 
UNEMPLOYED FAMILIES* 








Per Cent of Un- 
Average Rate of employed Work- 
Unemployment among ers in Totally 
All Workers Unemployed 
Families 


No. Workers per 
100 Totally Un- 
employed 
Families 





118.0 
121. 
124 
128 
131. 
134 
138 
141. 


41. 
44 
47 
51. 
54. 
57 
61 
64 


° 
3 
7 

5 

3 
7 
.o 
3 











* For source and method see nn. 8 and 9. 


Table 2 shows the estimates of families totally unemployed 
from 1929 through 1937, obtained by using the function in 
Figure 1. This has been checked by the functions described above 
(Table 1), which yielded practically identical results. 

As unemployment rose from 1,800,000 in 1929 to 12,800,000 in 
1933, the number of totally unemployed families rose from 
600,000 to 5,600,000. That is to say, the family series increased 
ninefold while the more familiar worker series increased seven 
fold. The fraction of unemployed workers who were in totally un- 
employed families increased from 38 to 58 per cent. The average 


%° This evades the difficult question of definition of family and reduces all workers 
to family units on the normal basis. See below, pp. 96-97. 
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number of workers per totally unemployed family increased from 
1.135 to 1.245. 


IV. DETERMINING THE FUNCTIONAL RELATIONSHIP 
DEDUCTIVELY 


The functional relationship in Figure 1 can be detived deduc- 
tively by allowing for the differential factor shown in Figure 2. It 























TABLE 2 
ESTIMATES OF TOTALLY UNEMPLOYED NONFARM FAMILIES 
Lasor Supply 
UNEMPLOYED 
(MILLIons) 
Workers Families Totally 
Year <a No. Families 
— No.* Per Per No. 
(Millions) Cent Cent (Millions) 

(1) X.664893617 (3)+(1) | (Fig. 1) | (2)X(s) 

(1) (2) (3) (4) (s) (6) 

BN ak6e san eae 38.2 25.4 1.8 4.8 2.4 0.6 
S, evsecuxeca 38.4 25.5 4-7 12.3 6.8 3.9 
Bs sranas'ae sear 38.7 25.7 8.4 21.7 12.9 3.3 
a. snenara een 38.9 25.9 12.5 32.1 20.8 5.4 
39.2 26.1 12.8 32.7 21.3 5.6 
SRG esRer a 30.5 26.3 11.1 28.2 17.7 4-7 
RAE AP 39.8 26.5 II.1 28.0 17.5 4.6 
ee 40.1 26.6 9.8 24.4 14.8 3.9 
nr 40.3 26.8 8.8 21.8 13.0 3.5 























* International Labor Review, January, 1936; adjusted for farm labor. 


is necessary only to combine the one-worker family rate with the 
multi-worker family rate, not as in the first hypothesis, but using 
instead the differential rates, as shown in Figure 2, for workers in 
one- and multi-worker families which correspond to the average 
rate for all workers. The equation of the first hypothesis, 
y = ax + bx? + cx® + dx, is modified to obtain the second 
hypothesis by substituting a function of x for x (from Fig. 2). 
Figure 3 shows the result from the first and second hypothesis 
and from the empirical data (Fig. 1). The results yielded by the 
second hypothesis closely approximate those of the empirical 
study. Owing to the use of a single differential, f(x), the margin 
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of error will vary with the rate of unemployment. If the second 
hypothesis is identical with the actual at 10 per cent, it will 
diverge at 25 per cent and diverge still more at 35 per cent." 


V. PROBLEM OF DEFINING FAMILY 


A most formidable obstacle is the definition of “family.” The 
1930 United States census excludes boarders, lodgers, and 
servants living in private households, as well as persons living in 
institutions, with the result that 6,300,000 workers are excluded 
from the family tabulation. If this definition were used, accuracy 
would require that the series of persons unemployed be converted 
into a series of families totally and partially unemployed, plus 
others excluded from the census family. Although this procedure 
can be followed easily, it appeared to complicate the exposition 
unnecessarily. 

Regardless of definition, the difficult question is how to handle 
the 6,300,000 nonfamily workers. Nothing is really known about 
this group as a group. A procedure which I have not followed, but 
for which there appears some justification, would be to regard 
the nonfamily workers as subject to the same rate of unemploy- 
ment as the one-worker families. This treatment would indicate 
a smaller number of families unemployed for the obvious reason 
that there would have been fewer families to begin with. But 
the sum of the totally unemployed families plus the unemployed 
nonfamily persons would, of course, be greater than the unem- 
ployed family units, as the term is used in this paper. 

Family is here used to include all workers. In the estimates 
presented, the 6,300,000 nonfamilv workers have been treated as 
4,150,000 families (6.3 X .66) with the normal” distribution of 
one- and multi-worker families. The argument is that the impact 
of the depression would force some lodgers to return to family life, 
resulting in a larger number of workers per family in these in- 
stances. But it must be admitted that this argument is a very 
tenuous one. Above all, it should be made clear that the method 
of estimating here developed is quite independent of the definition 

™ Such an error can be reduced by using third and fourth hypotheses, which 
take account of differences among the groups of multi-worker families. 

 T.e., on a basis of the U.S. census of 1930. 
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of the family, except that the adjustment (the constants in the 
equation) will need to be altered if the distribution of one- and 
multi-worker families is affected. 


VI. ADAPTING THE EQUATION TO LOCAL AREAS AND TO 
CHANGES IN FAMILY STRUCTURE 


A merit of the interpretation presented here lies in its great 
elasticity. The estimates can be adapted to states, cities, and local 
areas with a minimum of error. All that is required in order to 
convert estimates of unemployed workers into family units is an 
assumption with regard to the distribution of the family groups. 

The effect of the depression upon the entrance of young work- 
ers to the labor market and the retirement of older workers from it 
is not known. The Philadelphia censuses are impressive evidence 
showing no substantial change in the family structure through- 
out the depression. The estimates given in Tables 2 and 3 are 
on the assumption that the family structure (i.e., the distribu- 
tion of one- and multi-worker families) has remained as in 1930. 
The method here delineated is entirely elastic, however, and can 
be used, whatever the family structure. Thus, if it is found that 
the effect of the depression has been to increase the proportion 
of multi-worker families, the constants in the formula need to be 
altered accordingly; or, in using the empirical data, the adjust- 
ment, that is, the weighting process, will need to be changed ac- 
cordingly. Likewise, if it is desired to use these empirical data or 
the deductive equation for local or state areas, the proper adjust- 
ment in weighting makes it possible to utilize outside census data. 

This brings us to the final question, namely, the representative- 
ness of the samples. In view of the great differences in the inci- 
dence of unemployment among various industrial divisions and 
occupations, as well as differences on a basis of geographical and 
personal factors, how can these particular censuses be taken as 
representative? The answer is that the use of these censuses in 
estimating family unemployment is limited to a single datum, 
namely, the function expressing the incidence of unemployment 
between one- and multi-worker families (Fig. 2). Therefore, the 
question of the representativeness with regard to industrial, occu- 
pational, geographical, and personal factors is irrelevant. 
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It is immaterial whether or not Michigan industries are com- 
parable to those of Philadelphia except with regard to the differ- 
ence between the rates of unemployment for workers in the vari- 
ous family groups. Provided the Michigan data are adjusted for 
differences in family structure, they can be used anywhere. The 
issue of representativeness relates solely to Figure 2, the differ- 
ential function. Of course, to the extent that the occupational 
or personal factors affect this relationship, then the samples are 
invalidated. But it is believed that the differential rates of unem- 
ployment among workers in one-, two-, three-, etc., worker fami- 
lies are a result of business policy and not of occupational, geo- 
graphical, or industrial differences. 

Inexperienced workers are usually supplementary workers who 
suffer a disadvantage in the labor market. There is a strong pub- 
lic opinion that family heads should be given preferential treat- 
ment when it is necessary to lay off workers. The fact that all the 
censuses show this differential would seem to indicate that it is not 
due to other causes. 

It is possible, however, that this difference in the incidence of 
unemployment may be greater in depression than in recovery 
years. In this case we would need two of each of the functions 
shown: the one expressing the relationship for depression and 
the other for recovery years. The argument that such a differ- 
ence exists is this: going into a depression, employers tend to lay 
off supplementary workers first; but once the distress has become 
so acute that family heads do finally lose their “obs, they do not 
enjoy quite the same preference in regaining employment which 
they did in holding it previously. In both depression and recov- 
ery, family heads do enjoy preferential treatment; the argument 
is merely that the degree of preference is less once they have lost 


their jobs. 
CONCLUSIONS 


Despite the paucity of data, the interpretation of unemploy- 
ment in family terms leads to a number of conclusions which, I 
believe, are both interesting and significant. 

1. The problems of statecraft, of relief, and of social and po- 
litical unrest are predominantly problems resulting from total 
family unemployment. The existence of ten million unemployed 
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supplementary workers in partially employed families is, perhaps 
socially, politically, and economically not as significant as five 
million unemployed family heads. 

2. The series of families totally unemployed does not vary pro- 
portionately with the familiar series of persons unemployed, but 
is more volatile, rising and falling faster. Thus, the problems of 
unemployment wax and wane faster than is indicated by the num- 
ber of unemployed workers. 

3. One-worker families (and presumably all family heads) en- 
joy a marked preferential rate of employment over supplemen- 
tary workers; however, they suffer relatively greater losses in a 
depression. Consequently, family heads suffer relatively greater 
unemployment in depression than is indicated by changes in the 
average figures. To this extent the real impact of a depression is 
understated by the usual estimates of persons unemployed. 

4. The proportion of multi-worker families in a community is 
of paramount importance in determining the relief needs and 
other sociopolitical problems of unemployment. A community 
with 75 per cent one-worker families will be more severely af- 
fected by depression than one with only 50 per cent. Also, the 
relationship between changes in employment and relief needs will 
be more direct in the community with the high proportion of 
one-worker families. 

These conclusions are provisional and express only the single 
factor of family structure; they are offset and modified by several 
other considerations, chiefly those of the duration of unemploy- 
ment and of the income derived from employment. Obviously, 
the volume of unemployment, with which this paper has been 
concerned, is of little importance apart from duration. 

Studies are now being made which show appallingly low earn- 
ings for supplementary family workers. Data for thirty cities 
have been released by the “Urban Study of Consumer Purchases” 
of the United States Department of Labor, which show that only 
about 10 per cent of the family income is contributed by supple- 
mentary workers. This means that both economically and social- 
ly the existence of either employment or unemployment is of far 
less significance among supplementary workers than among the 
principal wage-earners or family heads. 








































RAILROAD FIXED CHARGES IN BANKRUPTCY 
PROCEEDINGS 


WILLIAM H. MOORE 
Washington, D.C. 


HE precarious margin by which a number of major rail- 

roads are currently avoiding reorganization, added to the 

fact that more than seventy-eight thousand miles, or near- 
ly one-third, of the railroad mileage of the country is already be- 
ing operated under the supervision of the courts, makes the reor- 
ganization problem one of the most pressing aspects of the trans- 
portation problem in the United States. Progress in the proceed- 
ings already begun has been slow; no major road has been reor- 
ganized since the beginning of the depression in 1929, and most of 
the proceedings still remain far from conclusive. Under the cir- 
cumstances many are coming to share the pessimism of the judge 
who expressed in court misgivings as to the adequacy of the life- 
expectancy of many of those now participating in the proceedings 
to see them through to completion.’ 

The principal objective of reorganization is the adjustment of a 
corporation’s capital contracts to its economic realities and pros- 
pects; if corporate earnings cannot be brought into equilibrium 
with the contracts, the contracts must be remade to fit the earn- 
ings. The second major problem—the distribution of losses—if 
not precisely an objective of the reorganization proper, is certain- 
ly the objective of all the negotiations and is the issue which im- 
pinges most directly on the consciousness (and pocket-books) of 
all parties in interest. 

In this article a brief account of the present status of the rail- 
road reorganization problem is presented. Since the presumptive- 
ly transitory phase of court supervision has already in many cases 
become a matter of years, some reasons for the present impasse 
are first touched upon. In subsequent parts the two major issues 

t Judge Faris in Missouri Pacific proceeding as reported in Railway Age, CIII 
(November 13, 1937), 696. 
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suggested above are discussed and illustrated by references to cur- 
rent proceedings. 


I. REASONS FOR THE COMPARATIVE LACK OF PROGRESS 


Among the reasons for delay in reorganization is the widely 
held view that the present condition of the reorganizing debtors’ 
revenues makes impossible the estimation of their future level of 
earnings and, therefore, also the formulation of a fair and equita- 
ble plan.? Implicit in this argument is the hope and presumption 
that improved earnings for a few years would justify inclusion in 
the new financial structures of larger fixed charges than can now 
be justified. 

The arguments for delay in reorganization until better times 
are not conclusive. A really sound plan should be independent of 
the fortuitous circumstances associated with the effective date of 
the reorganization. Nothing is gained in soundness or permanency 
through waiting to base the plan on improved earnings, since the 
improved earnings may themselves prove ephemeral. Apart from 
the difficulties of equitably apportioning losses at such a time, 
something may be said for pushing reorganizations through at 
times of unfavorable earnings. Only at such times are the con- 
sequences of a failure to earn fixed charges sufficiently dramatized 
to put the parties in the mood to minimize the rigidities inherent 
in fixed obligations. Formulation of a reorganization plan which 
relied substantially or exclusively on the issuance of equity securi- 
ties need not as a rule wait upon re-establishment of a basis for 
fixed charges. Even in the desperate case of roads which are not 
earning operating expenses, some progress in reorganization 
might be made if the discussion and negotiations were freed from 
the presupposition that fixed-charge obligations are desirable, if 
not indispensable, in railroad financial structures. When fixed 

? This position has been taken by the Interstate Commerce Commission’s 
examiner in a proposed report in New York, New Haven, and Hartford Railroad 
Company Reorganization, Finance Docket 10992. This same position has been 
taken by the commission in several other cases even before railroad earnings suf- 
fered their setback in recent months (St. Louis-San Francisco Railway Company 


Reorganization, 221 I.C.C. 199; Arkansas Valley Interurban Railway Company Re- 
organization, 224 I.C.C. 120). 
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obligations have already been long in default, the portfolio neces- 
sities of institutional holders are hardly an adequate reason for 
their persistent reluctance to accept new contingent securities. 
Would not bondholders be as well off with equity securities in 
hand as in leaving the court in charge of the property for long 
periods? The unprecedented, even radical, nature of a plan calling 
only for equity securities would meet with its greatest obstacle in 
the difficulty of securing an agreement upon the apportionment of 
the new issue. Solution of the problem of apportionment has 
usually been aided by the ability of reorganizers to conjure up 
sufficient variety of new securities so that recognition can be given 
to creditors’ claims without each creditor group being able to 
make direct comparisons of its treatment with that given other 
groups.’ 

Since the form and amount of the new capitalization are the 
complements of the amount of scaling-down which must be ac- 
cepted by the present security holders, their reluctance to proceed 
with the task of fitting a financial structure to available earn- 
ings is not unnatural as long as hope for improvement is not de- 
spaired of. Debtors who might have gained by making conces- 
sions while the spirit which accepted moratoriums was at its 
height are now in a position where they have some hope of gain 
from delay. Mortgagees, although presumably in possession of 
legal rights of foreclosure and possession of the properties, fre- 
quently agree that reorganization should be postponed until the 
debtor is in happier circumstances. In part the bondholders wish 
to avoid the embarrassing managerial problems in which they 
would be involved if they insisted upon displacing present owners. 
In part the bondholders’ preference for delay lies in the fact that 

3In one of the earliest of the leading Supreme Court cases on reorganization 
(Chicago, Rock Island, and Pacific Railroad Co. v. Howard, 7 Wall. 393 [1868]) the 
plan seemed to invite attack by reducing all creditor interests to a common de- 
nominator in the form of one new bond issue. The plan thus more clearly revealed 
such inequities and disregard of priorities as there were. 

4 Deliberate efforts to delay the reorganization adjustment in the hope that the 
operation will prove less painful or substantially avoidable at some future date 
have been succinctly characterized by one nonrailroad debtor as an intention to 


“sue to solvency”’ (Securities and Exchange Commission, Strategy and Technique of 
Protective and Reorganization Committees, Part I, p. 3). 
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in practice they are frequently accorded only relative rather than 
absolute priority. If the creditors expected to obtain the whole 
property or full repayment through foreclosure, little would be 
gained by putting off taking possession of the property; if the 
creditors’ position is relative only, a priority position in a larger 
hoped-for whole may be preferable to enforcing claims when the 
whole has shrunk to low levels. 

Besides the reluctance of all parties to proceed with the painful 
operation of scaling-down the financial structure to fit low earn- 
ings, a considerable part of the slow progress in reorganization 
proceedings is attributable to the procedural milieu ir. which they 
must take place. Section 77 of the Bankruptcy Act, under which 
most of the reorganization proceedings are pending, was passed 
hurriedly, without public hearings and with only a few hours’ de- 
bate, just in time to be signed by the president on the last day of 
the Hoover administration.’ The time was a time of moratori- 
ums, and the section manifests the congressional desire to provide 
a breathing-spell during which the debtors might remain in pos- 
session.’ Even though the essential philosophy of the act is “the 


5 Public No. 420 (72d Cong.), approved March 3, 1933, 47 U.S. Statutes 1474. 
Amended (after hearings and more deliberate consideration), Public No. 381 (74th 
Cong.), approved August 27, 1935, 49 U.S. Statutes 911. The act is included in a 
new chapter (chap. viii) of the Bankruptcy Act, significantly entitled, “Provisions 
for the Relief of Debtors.” 

6 Under the doctrines developed by the equity courts (no matter how far actual 
cases had departed therefrom), stockholders were excluded from the reorganization 
unless creditors were taken care of in full, or unless it could be shown that offering 
participation to the stockholders was essential, particularly in securing the cash 
necessary to effect a reorganization. During the depression it was clear that raising 
new capital through assessment of stockholders was impossible. Moreover, pro- 
visions of the new act itself dealing with nonassenting minority creditors mini- 
mized the cash needs. Under such circumstances recognition of the right of stock- 
holders to participate at all would have been most uncertain and, at best, would 
have required some new rationalization and a departure from the equity doctrines 
consistently enunciated by the United States Supreme Court. 

The technique of composition provided in the Bankruptcy Act seemed to fur- 
nish the sort of machinery necessary for avoiding such precedents, although until 
this time railroads had been explicitly excluded from the operation and benefits of 
the Bankruptcy Act. Under the bankruptcy provision—sec. 77—the creditors and 
stockholders of the reorganizing railroad are divided formally into classes according 
to “substantial differences” in their security. The classes in interest acting under 
the surveillance and guidance of the Interstate Commerce Commission, and at all 





104 WILLIAM H. MOORE 


relief of debtors” and accords the debtor a major place in the 
formulation of a program, the act recognizes the inherent dangers 
of a stalemate from allowing an uncontrolled veto power to the 
debtor and to the debtor’s stockholders. It is accordingly pro- 
vided that acceptance by stockholders is not essential to con- 
firmation of a plan, provided the commission shall have found, 
and the judge shall have affirmed the finding, that the corporation 
is insolvent or that the interests of the stockholders are not ad- 
versely affected by the plan.’? Unfortunately, there is no easy 
rule for determining the existence or nonexistence of stockhold- 
ers’ equity in an enterprise which at the time is unable to meet 
its debts as they mature. 

In the period 1933-35 it came to be pretty widely accepted that 
much of the lack of progress in reorganization arose from the 
potential veto power of the stockholders and certain suspect bank- 
ing groups who happened to dominate one of the classes. Spon- 
sors of the 1935 amendments of section 77, therefore, specifically 
endeavored to provide a workable definition for insolvency—a 
hoped-for “short method.’’* The congressional committee and the 


times subject to the approval of the bankruptcy court, are then to negotiate and, 
it is hoped, agree upon an adjustment of the defaulting road’s obligations. If neces- 
sary, a plan accepted by holders of two-thirds in amount of the total claims in each 
such class may be forced upon dissenting minorities within the respective classes 
without the fiction of upset price, and without foreclosure sale or payment of their 
aliquot share in cash. No plan may become effective without the approval of the 
commission even if, in order to secure a plan that it can approve, the commission has 
to formulate one of its own; no plan approved by the commission may become 
operative without a finding by the court that it is fair and equitable. Creditors and 
stockholders are given an opportunity to vote upon the plan, but the fact that a plan 
may be imposed upon a group that has the temerity to reject 1t makes its submission 
to a vote an empty gesture. 

7 Sec. 77(e). The significance of the term “insolvency” is quite different from 
the phrase “unable to meet debts as they mature,”’ especially since the term “in- 
solvency”’ has a technical bankruptcy usage—that the debts exceed the fair value 
of the assets. “Unable to meet debts as they mature” refers only to debts already 
due and is a function of the corporation’s liquid position, whereas insolvency in- 
volves aggregates—an excess of all debts over all assets. Obviously, vither situation 
may exist independently of the other. 

8 Sec. 77(e). The rule for insolvency valuation added to the section in 1935— 
the hoped-for “short method”—follows: “The value of any property used in rail- 
road operation shall be determined on a basis which will give due consideration to 
the earning power of the property, past, present, and prospective, and all other 
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persons heard in connection with the bill agreed in seeking to 
avoid the involved valuation routine associated with cost or re- 
production cost findings in rate cases. The difficulties of such val- 
uations were too well known. In this regard the act is commend- 
ably realistic, though the attempt to make valuations a simple 
matter by ruling out traditional factors may prove illusory in the 
end.’ As might be expected there was considerable reluctance on 
the part of stockholders to accept such a view. If the finding was 
made on the basis of earnings in any recent years under a rule 
which made cost irrelevant, the result would be unfavorable to 
them. On the other hand, if the insolvency finding was made on 
any cost basis, bondholders would probably be obligated to recog- 
nize a greater equity for stockholders, either to be accorded con- 
sideration in the plan or paid in cash. Present also in the discus- 
sion was the generally conceded fact that any valuation which at- 
tempted to exclude stockholders would be subject to review by 
the courts and that the courts have more or less consistently held 
that present value is a cost problem."”® In view of the attitude of 
the courts, the valuation rule, provided in section 77, is designed 
to focus attention on earnings while hiding behind concessions to 
“the law of the land” and “all relevant facts,’’ hoping thereby to 
escape judicial condemnation." 


relevant facts. In determining such value only such effect shall be given to the 
present cost of reproduction new and less depreciation and original cost of the 
property, and the actual investment therein, as may be required under the law of 
the land, in light of its earning power and all other relevant facts.” 


° A specific prohibition against admission of evidence respecting cost until it had 
been established that the company could earn a return on those costs was rejected 
by the house committee (see H.R. 6249 [74th Cong., 1st sess.], sec. 77[13] [e]). 


© For this purpose it is not necessary to distinguish original cost, reproduction 
cost, replacement of service cost, or any of them “less depreciation.” The Interstate 
Commerce Commission itself has usually been cost-minded (see, e.g., page 416 
U.S. Congress, House of Representatives, “Railroac Regulation, Committee on In- 
terstate and Foreign Commerce” [72d Cong., 1st sess.], Hearings on H.R. 7116-7117, 
particularly Commissioner Lewis’ testimony that those in charge of passing on 
carriers’ applications for loans from the Reconstruction Finance Corporation used 
the commission’s sec. 19¢ valuation as a basis for judging the safety of credit 
extension!). 


™ Understanding of the temporizing phraseology of the statute is aided by the 
frank statement of the counsel for the Co-ordinator of Transportation, “We are 
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Discussion of insolvency valuation consumed much of the com- 
mittee’s time while considering amendments to the 1933 act. 
Candor, nevertheless, forces one to the conclusion that, in at- 
tempting to remove the obstructive possibilities inherent in re- 
quiring stockholders’ assent to a plan, the amended law, by sub- 
stituting the necessity for an insolvency valuation, provides a 
cure which is likely to bring embarrassment and delay in cases 
where the creditors and administrators of the law have the temer- 
ity to employ it. While the threats to exclude stockholders on 
the basis of an assertion of insolvency are boldly included in many 
creditors’ plans, in some of the proposed plans of the Bureau of 
Finance and in three of the first four plans approved by the com- 
mission for Class I roads, no such findings have yet been before 
the courts. It seems a safe prediction that acceptance by stock- 
holders of such asserted “‘findings” is unlikely without a contest. 
The prospect of having to prove insolvency under the statute if 
stockholders are to be excluded, coupled with the indisputable 
absence of any stockholders’ equity if the evidence relied on is the 
record of recent earnings, stands like a specter across the smooth 
course of early reorganization. When confronted with such a 
problem to which, like other reorganization necessities, no easy 
answer is at hand, and for which no solution is available that is 
not unpleasant to certain or all interests, the parties rather hu- 
manly meet the issue by postponing it. 

Finally, the act provides a confused passing-back-and-forth be- 


afraid to come right out and say, ‘You shall not consider reproduction cost’ ” (U.S. 
Congress, House of Representatives, “Railroad Reorganization,” Hearings before 
the Committee on Judiciary on H.R. 6249 [74th Cong., rst sess., April, 1935], p. 30). 

™ The act does not require a valuation or finding of insolvency except in cases 
in which the plan contemplates disregarding stockholders entirely, or in which a plan 
is to be forced on the stockholders. Only the fact that stockholders have the last or 
residual position justifies explicit reference to them in connection with the conse- 
quences of insolvency. Creditors next senior to the stockholders may also be cut off 
in the same manner if the deficiency in asset value is great enough. In spite, how- 
ever, of the undoubted intent of the law that the finding of insolvency is to be 
made only when and if necessary to coerce stockholders, it is difficult to see that any 
alteration or voiding of rights of creditors is logical or defensible until it be admitted 
that a condition of insolvency exists in accordance with sec. 77—i.e., until such a 
finding has been made. 
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tween the commission and the court and involves hearings and 
arguments at many steps."? Reliance on the method of proceeding 
by means of hearings is not itself conducive to rapid progress. 
The device is intended to substitute for the negotiations which 
under equity were conducted outside of court. The high-handed 
handling of these “off-the-record’’ negotiations and the unsavori- 
ness of some of the plans worked out by that method gave them 
an invidiousness which justifies the requirement of open hearings. 
The essential process in affectuating a reorganization under equi- 
ty or any statutory procedure (other than one openly dictatorial) 
is one of negotiation and compromise, neither of which are en- 
couraged by the judicial court atmosphere of the commission’s 
hearings. Through its trial-like attitude in calling for briefs, hear- 
ing testimony and arguments, and relying, for the presentation 
of the case to it, on legal counsel, who, because they are counsel, 
dramatize their clients as adversaries, the commission has placed 
itself in a position where it must render a decision—and perhaps 
try its powers in enforcing it. The commission, as a public agency 
depending on public hearings, is denied the device which would 
probably most facilitate progress in reorganization proceedings, 
namely, suggesting, reasoning, arbitrating, and aiding the parties 
to “trade out” the terms of a fair plan around a conference table. 


II. THE DETERMINATION AND AMOUNT OF FIXED CHARGES 


Since an overburden of fixed charges is the most common proxi- 
mate cause of reorganization, determination of the amount by 
which they must be scaled down is the first substantive step in the 
financial readjustment. Section 77 as a statute affords scant as- 
sistance at this point. The statute simply reiterates a formula 
which must in any event have been the implicit ideal of reorgani- 
zation, namely, that a plan of reorganization shall provide for 
fixed charges “in such an amount that, after due consideration of 

"3 The legitimate needs of time for notice, the preparation of briefs, and the 
carrying-forward of the proceeding on the crowded calendars of the commission 
and the courts bulk large in themselves. In addition, there is often the necessity for 
the preparation of elaborate accounting data by the debtor and the bureaus of the 


commission, e.g., the segregation of earnings of mortgage divisions which frequently 
requires a study of earnings over a period long enough to be representative. 
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the probable prospective earnings of the property in the light of 
its earning experience and all other relevant facts, there shall be 
adequate coverage of such fixed charges by the probable earnings 
available for the payment thereof.”*4 The importance of pro- 
cedure to the economics of the financial reorganization is appar- 
ent when it is recognized that the meaning of such a formula de- 
pends entirely upon who is to give what interpretation to such 
words as “probable” and “adequate,” “relevant” and “‘due.’”*s 
With no more precise “finding” required of it, the commission is 
constrained to avoid apparent reliance on any stated formula, 
and it is consequently not easy to say what considerations actual- 
ly have determined the amount of the fixed charges allowed in the 
plans thus far approved.” In the Spokane International plan no 
fixed charges have been permitted."? In the Chicago Great West- 
ern case the fixed charges approved—$842,071—would be covered 


*4 Sec. 77(6)(4). 

*s Although Congress did not see fit to be more specific in the statute, the refer- 
ence to earnings indicates that the irrelevance of cost to the determination of fixed 
charges was recognized. The house committee, however, rejected a specific rule 
respecting this point. Mr. Louis B. Wehle, counsel for various bondholders’ com- 
mittees and special counsel for Prudential Insurance Company, proposed the follow- 
ing rule for inclusion in the statute (Hearings on H.R. 6240, p. 195): ‘““That the 
fixed charges of the new company, as provided in the plan, are based upon the earn- 
ing power of the properties, actual and reasonably prospective, and in no respect 
upon cost, whether original or reproduction; and that in the Commission’s opinion 
such fixed charges can be safely met from prospective earnings.” 

As in the matter of insolvency, admission as evidence of “all other relevant facts’ 
was intended to avoid judicial condemnation of a plan which ignored “fair value’ 
and the Fourteenth Amendment to the Constitution. Since legal relevance of cost 
is thus admitted, the proposed plans of the Bureau of Finance usually devote 
several pages to discussion of rate-making valuation and the cost of the properties 
of the embarrassed corporation. 

%© The nearest in any of these early cases to a statement of the commission’s 
ideals respecting a financial structure is contained in the Akron case, where it is 
stated: “‘We are of the view that the capitalization of the new company should not 
exceed $8,500,000; and that not more than one-half of that sum should be in the 
form of debt, the remaining one-half being divided into approximately equal 
amounts of preferred stock and common stock” (Akron, Canton and Youngstown 
Railway Company Reorganization, Finance Docket 9923, decided August 12, 
1938 [228 I.C.C. 645]). In this case annual earnings for 1937-41 are estimated at 
approximately $425,000; fixed charges approved for the new company are $170,965. 


7 Finance Docket 10131, decided June 14, 1938 (228 I.C.C. 387). 





RAILROAD FIXED CHARGES AND BANKRUPTCY 109 


on the average 2.72 times, according to the debtor’s forecast of in- 
come available for charges for the period from 1937 to 1941; ac- 
cording to the debtor’s books as adjusted by examiners for the 
commission (but without retroactive provision for social security 
and retirement taxes which became effective in 1936), average an- 
nual income available during the period 1932-36 would have cov- 
ered the proposed charges 1.52 times."* Some uncertainty, of 
course, exists as to the extent to which any of these cases may be 
regarded as a precedent, or for that matter as to the ultimate con- 
summation of the plans in question without protracted proceed- 
ings before the courts. 

The reduction of fixed charges to a figure well within prospec- 
tive earnings is not in itself, however, an adequate ideal for reor- 
ganization, if the contingent charges and the par value of the com- 
mon stock issued in the reorganization are not also reduced to a 
point which will leave some margin of earnings for the new equity. 
Par values of contingent and equity securities are not important 
of themselves; but, if the plans are conceived in such a way that 
owners of the new equity may not expect in the foreseeable future 
a reasonable return after prior contingent charges, the roads may 
find the sale of stock issues unavailable for future capital needs. 

In the Spokane International plan, as approved by the commis- 
sion, income mortgage bonds are to be issued in an amount which 
would require $128,088 per year for the payment of the contingent 
interest charges thereon. The amount available for the payment 
of such charges would have been $78,728 in 1930, nothing during 
the succeeding five years during which the average deficit in in- 
come available for payment of interest was $59,941 per year, 
and only $105,000 in 1936. Granting that some improvement in 
the future income may be hoped for, it is doubtful whether the 
proposed issues of common stock will soon, if ever, have a record 
of earnings which would make additional stock issues marketable. 
(Although the income bonds are to be secured by first mortgage 
on the entire property, it is only slightly less doubtful whether 


#8 Finance Docket 10772, decided August 4, 1938 (228 I.C.C. 585); see also com- 
mission’s order of September 4, 1936. 
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new issues of them will be marketable at any reasonable fraction 

of their par value.) 

In the report of the Interstate Commerce Commission in the 
Western Pacific case, the commission approves a $50,000,000 
mortgage, of which $40,000,000 are to be reserved “‘to facilitate 
future financing.’*® While the commission characterizes as “most 
optimistic” the debtor’s forecast of average income available for 
interest as $2,715,306 per year for the period 1936-40, and the 
maximum amount for any one year in the period (1940) as 
$3,769,836, the plan proposes total fixed and contingent charges 
of $3,376,926 having priority over dividends on the new common 
stock. Under such circumstances holders of the new stock could 
at best expect only a precarious return on the 313,703 shares of no- 
par value common to be issued in the reorganization. Considering 
the amount of prior, even if contingent, charges, the possibilities 
of future stock sales seem exceedingly remote, and a lapse back 
into old habits of debt financing similar to those which brought 
the company to the necessity for reorganization is the only al- 
ternative available for post-reorganization capital needs. 

The protective committee for Missouri Pacific first and refund- 
ing mortgage bonds in a circular letter to security holders, after 
stating the necessity of a reduction in capitalization, particularly 
of the debt, said: 

This, the committee believes, should be done in accordance with the fol- 
lowing principles: 

1. The fixed interest debt must be limited to an amount upon which inter- 
est will be earned under the most unfavorable conditions reasonably to be 
expected. 

2. The contingent interest debt should be limited to an amount upon which 
interest can be earned under normal conditions. 


19 Finance Docket 10913, decided October 10, 1938. These reserved bonds are to 
be issued to provide for additions and betterments in principal amount not exceed- 
ing 75 per cent of the actual cost of such additions and betterments. There is a 
certain inconsistency in a stipulation limiting future bond issues to 75 per cent of the 
cost of the additions while other parts of the proposed report demonstrate that 
what the commission considers a sound financial structure for the road today would 
have meant limiting bond issues in the past to about 7} per cent of the cost of the 
plant. The report recommends the immediate issue of not to exceed $10,000,000 
principal amount of new fixed interest bonds. Present investment account, as well 
as sec. 19@ rate-making valuation, approximate $140,000,000. 
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3. The preferred stock should be limited to an amount upon which divi- 
dends could be paid under conditions slightly above normal. 

4. Common stock should be limited to an amount upon which a fair return 
could be paid in times of prosperity.” 


One can have little quarrel with the ideals expressed in the first 
two principles; but the “principle’”’ respecting common stock by 
proposing a “fair return” (which of course is an equivocal term 
in this connection) apparently implies a nonspeculative, current 
return during prosperity which would not compensate for the 
years of no-return when business was “unfavorable,” “normal,” 
or “slightly above normal.” Unless the proposed “fair return” 
during prosperity is interpreted to mean a return sufficiently high 
to afford a satisfactory average return on capital, counting the 
bad years with the good, it is doubtful whether a security so far 
removed from earnings would prove a suitable medium for future 
financing. A thoroughgoing reorganization should consider the 
possibility of future financing through share capital, which means 
that the stock issued in reorganization can be neither “nebulous”’ 
nor “a sentimental symbol.” 

In the Spokane International, Akron, and Western Pacific pro- 
ceedings, as will probably be true in many others, the commission 
departed materially in the matter of fixed charges from the pri- 
vate plans which constituted the starting-point of the negotia- 
tions. In each section 77 reorganization the debtor shall, and the 
creditors may, present plans of reorganization, but these are al- 
most certain to provide for substantial, not to say the maximum, 
fixed charges which can be defended on any basis. Aside from the 
inevitably added pressure from holders of the reorganizing road’s 
fixed obligations to minimize the scaling-down (i.e., to maximize 
the fixed charges in the new structure), the same considerations 
which are influential in determining the amount of fixed charges 
in the financial structure of any going railroad persist in these 
private approaches to the new capital structure. Without listing 

*° Commercial and Financial Chronicle, CXLII (June 13, 1936), 4027. The pat- 
tern suggested represents a widely held view of the objectives of reorganization. 
Cf. e.g., Mr. Samuel H. Cady, vice-president and general counsel, Chicago and 


North Western Railway Company, opening statement at commission’s hearings on 
that debtor’s plan (Finance Docket 10881 [Testimony, IX, 20]). 
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all the factors which have dictated the substantial reliance on evi- 
dences of debt in the past and the continued use of them in reor- 
ganized financial structures, the following combination of circum- 
stances may be noted. 

1. The issuance of railroad bonds has been encouraged by the 
advantageous marketing conditions which result from the depend- 
ence of certain types of institutional investors on fixed-interest, 
fixed-principal securities. This dependence has been fostered by 
statutory attempts to prescribe acceptable investments for such 
institutional buyers in the so-called “legal lists” and savings-bank 
laws of various states.” In defiance of the residual nature of the 
productive share going to specialized, relatively nontransferable 
economic factors, these institutions, abetted by the savings-bank 
and insurance laws, avidly (and confidently) absorbed the fixed 
obligations of railroads. The income from specialized “sunk” 
capital is a form of economic “rent’’ which is not per se orderly or 
assured. It is a moot question whether the greatest social gain re- 
sults from permitting these institutional buyers to build their busi- 
nesses on fixed interest, maturing evidences of railroad debt. In 
‘effect the railroads are taking over part of the financing worries of 
these other businesses in order that bondholders, especially insti- 
tutional ones, may cling to the fiction that their invested funds 
are assured of a legal fixed rate of return and are redeemable in 
money at a definite maturity date. Admittedly the suppliers of 
economic capital to railroads may demand and receive among 
themselves various contractual priorities, but a good case may be 
made for having such contracts rely more on the philosophy of 
participation, characteristic of partnership, rather than on debtor- 
creditor evidences of debt. 

2. The complacent acceptance of railroad debt financing in the 
past has undoubtedly been fostered by the ideology of a quasi- 
guaranteed “fair return” on a “fair value” based upon cost—an 
ideology which seemed to justify the assumption that railroad 


* Part of the pressure marketwise on railroad bonds in the last few years has been 
through their gradual disqualification as “legals.” As of July 1, 1938, railroad bond 
issues with an aggregate par value of $3,163,931,000 were simultaneously dropped 
from the legal list in New York State (Wall Street Journal, July 1, 1938, p. 1). 
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capital was essentially immutable. The notion of the intrinsic 
value of property employed in regulated industries rests upon the 
judicial attempt to overcome the dilemma presented by efforts to 
use “value” to determine the allowable return when economically 
the allowed return is the principal factor in determining “value.” 
In an effort to establish a standard apart from and exterior to 
earnings, regulatory philosophy has turned the discussion largely 
to the various cost valuations. The judicial (constitutional) guar- 
anty against confiscation of property devoted to the public use, 
taken together with the preoccupation of the courts with the 
choice of alternative cost dogmas, tends to obscure the complete 
irrelevance of cost to such nonrate matters as sound collateral 
value. Only the most exemplary managements and the most ap- 
prehensive of investors could be expected to disregard the whole 
ideology and conceptualism of the industry and its regulation in 
order to reach the unwelcome conclusion that the venture might 
prove unstable or its profits illusory and that the “fair return”’ is 
essentially only a legal maximum. Certainly if the language and 
thought of regulation have any influence at all, it is in obscuring 
the fact that “value grows not out of the past of goods but out of 
their future.” If the lip service runs in terms of costs, fair return 
for public service, and nonconfiscation, a faith in intrinsic, im- 
mutable cost values is not surprising. 

3. The regulatory practice of allowing a “fair return’’ on in- 
vestment, irrespective of the method of financing, encourages 
trading on the equity.”* So long as the philosophy of a limited re- 
turn to public industries makes use of a “value” rate-base the em- 
phasis of regulation is inevitably on the asset or property aspect, 
since it is the assets which have the “value.” In that case mort- 
gaging or failing to mortgage railroad property neither adds to nor 
subtracts from the “fair value,” and the possibility of inflating 

* Eugen V. Béhm-Bawerk, Capital and Interest, trans. Smart (New York, 1922), 
P. 134. 

*3 In principle, “fair return,” like the recently repealed recapture provisions of 
the Transportation Act of 1920, refers to an over-all rate of return on the entire 
property and places no limitation on the ratio of stock to bonds. In so doing, the 


“fair-return” rule, like recapture, places the public in the position of encouraging 
and accepting the insidious benefits of trading on the equity. 
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the return on stock equities by a large use of bonds tends to ag- 
gravate the evil of unhealthy pyramiding. Managements within 
the industry are tempted by the possible, and (in the midst of 
regulatory inhibitions everywhere else) the not unforbidden gains 
from maximizing “leverage.”” By making the amount of railway 
stock relatively small in relation to the railway’s property invest- 
ment, a comparatively small return on the investment may be 
translated into substantial earnings-per-share of stock. 

4. The preference for bonds as financing mediums has not been 
discouraged, to say the least, by a public policy which has at times 
seemed to recognize a greater obligation to the bondholders than 
to the stockholders. For example, in various rate cases, notably 
the Western Rate case of 1926 and again in the Fifteen Percent 
case of 1931, the commission has indicated that it was influenced 
by the existing degree of financial emergency or by the income 
requirements so that fixed charges might be met.*4 Clearly im- 
plicit in most of the recent concern over the future of the roads and 
the discussion of their needs for improved earnings is the public 
disposition to protect fixed charges. Under the prevailing legal 
formula which sets up a nonconfiscatory return on investment as 
the proper determinant of fair return, such considerations should 
not have anything to do with rate findings. Naturally the public 
is more aware of the consequences of a contractual default in fixed 
charges than it is of the more remote public responsibility to 
equity capital. Equity capital in the nature of things has less 
capacity for dramatizing its distress. So far as the shipping public 
is concerned both stockholders and bondholders are suppliers of 
the capital needed for transportation service, and the form of the 
capital contracts is essentially an intracorporate problem.” If 
the public policy gives a quasi-preferred status to the capital rep- 
resented by evidences of debt, the preference of the management 
and investors for that form of financing is not surprising. By an 
excess of conscience toward the railroad bondholders at the ex- 


24 Revenues in Western District, 113 I.C.C. 3 (July 14, 1926); Fifteen Percent 
case, 178 I.C.C. 539 (October 20, 1931). 

as Cf. C. O. Hardy in H. G. Moulton ef al., The American Transportation Problem 
(Washington: Brookings Institution, 1933), pp. 294-95. 
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pense of seeming indifference toward stockholders, the public 
has made itself chargeable with a portion of the responsibility for 
the preponderance of rigid bond-financing in railroad enterprises. 

5. The most pernicious in the combination of circumstances 
which encourage bond-financing of railroads is that not only is 
bond financing tempting in the first instance, because it does not 
disturb or dilute control over the property, but under the prac- 
tices of the doctrine of relative priority it does not even seriously 
disturb practical control when the bonds are defaulted upon. In 
the theory of corporation finance it is assumed that the fear of in- 
creasing their own risks and their own possibilities of loss will 
sufficiently deter stockholders and their chosen managements 
from progressively thinning the equity, but the history of railroad 
reorganization has characteristically revealed a disregard for this 
presupposition. In the face of a speculative urge toward trading 
on an increasingly thin equity, application of the relative priority 
principle reduces the potential losses and, in effect, abolishes the 
presumptive penalty for pushing the practice beyond safe limits. 
Since the problem here indicated is one of the most vexatious in 
reorganization, it merits discussion at greater length in the follow- 
ing section. 


Ill, THE DISTRIBUTION OF LOSSES 


In the distribution of losses two distinct approaches are recog- 
nizable: the conflict between which has been the substance of 
much controversy and numerous court decisions in reorganiza- 
tion cases. One of the principles of allocating losses is the so-called 
doctrine of absolute priority or the doctrine of priority of princi- 
pal.” This doctrine follows the traditional assumption that the 
lien of any creditor cannot be impaired by the existence of in- 
debtedness or equity securities which are specifically junior to the 
issue in question. This view consists in interpreting the capital 
contracts as literally as possible respecting the priority of claims, 


* The terms “absolute priority” and “relative priority” are those used in J. C. 
Bonbright and M. M. Bergerman, “Two Rival Theories of Priority Rights of 
Security Holders in a Corporate Reorganization,” Columbia Law Review, XXVIII 
(1928), 127-65. 
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in line with presuppositions that the mortgages represent legal 
and moral claims realistically enforcible. 

On the other hand, there is the so-called doctrine of relative 
priority or priority of income position. Application of this prin- 
ciple involves a modification of the rigorous language of the con- 
tracts in the interests of a greater equity presumed to exist in main- 
taining for each class of security its relative position in the reor- 
ganized company. In support of this practice it is urged that all 
those who supply capital to a modern corporation are essentially 
partners and for ethical or moral reasons should be treated as 
sharing rateably in the common misfortunes, regardless of the 
“partnership” agreement itself. The really convincing explana- 
tion of the rise and wide acceptance of the doctrine of relative 
priority is, however, its greater expediency. Uncertainty as to 
future income and future values render disputable the point at 
which the exclusion of junior claimants should begin, and, in the 
face of contests as to the facts, the senior creditors compromise 
their supposedly enforcible priority rights. 

The conflicting doctrines of distributing the losses have also 
been referred to as the “punitive” versus the “practical.’’? These 
terms seem even more connotative than “absolute” and “rela- 
tive.” The term “punitive ideal” has been criticized as a mala- 
propism inadequately describing a position which is in truth no 
more than the exercise of clearly expressed legal rights.”* In this 
respect a better expression of the dichotomy might be the “con- 
tractual ideal” contravening the “‘practical ideal.’’ Nevertheless, 
the term “punitive” has virtue in emphasizing that the doctrine 
of absolute priority involves holding people to their bargains, and 
it might be hoped thereby teaching them not to make unwise ones. 
Designation of the conflicting ideal as “practical” scarcely needs 
justification since that principle rests on greater expediency—a 
reliance on compromise rather than litigation. 

A long line of Supreme Court cases supports the absolute prior- 


27R. S. Foster, “Conflicting Ideals for Reorganization,” Yale Law Journal, 
XLIV (1935), 923-60. 

28 George F. Nichols, “A Rationale of Corporate Reorganization,” Journal of 
Business of the University of Chicago, IX (1936), 78, n. 41. 
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ity rule and specifically disapproves the practice of permitting 
stockholders more favorable participation than that accorded 
other groups—general creditors and junior lien holders.”® In spite 
of these Supreme Court decisions the lower courts handling equity 
reorganizations have characteristically encouraged different re- 
sults by approving concrete plans in which strict priority has 
yielded to the greater expediency of relative priority.*° 

Given the fundamental importance of a choice of priority prin- 
ciple and its bearing on the entire resulting reorganization, the 
indorsement of one principle or the other seems precisely the sort 
of thing that the framers of section 77 could have done and should 
have done instead of delegating it to a legislative-administrative 
commission. Revision of the reorganization procedure presented 
an opportunity for an unequivocal statement in support of either 
principle. Although original drafts of the bill revising section 77 
contained a specific statement of principle, the legislative commit- 
tee was dissuaded from leaving it in the bill by the rather uncon- 
vincing arguments of those who might have suffered thereby. The 
language of H.R. 6249 setting up the standards for an acceptable 
reorganization was enacted into law, except that the very signifi- 
cant phrase italicized below was omitted through the action of the 
house committee: 


The judge shall approve the plan if satisfied that: (1) It... . is fair and 
equitable, affords due recognition to the right of each class of creditors and 
stockholders in the order of their seniority, does not discriminate unfairly in 
favor of any class of creditors or stockholders and will conform to the require- 
ments of the law of the land regarding the participation of various classes of 
creditors and stockholders. .. . . 3 


29 The leading cases include: Chicago, Rock Island and Pacific Railroad Co. v. 
Howard, 7 Wall. 393 (1868); Louisville Trust Co. v. Louisville, New Albany and 
Chicago Railway Co., 174 U.S. 674 (1899); Northern Pacific Railroad Co. v. Boyd, 
228 U.S. 482 (1913); Kansas City Terminal Railway Co. et. al. v. Central Trust Com- 
pany of New York, 271 U.S. 445 (1927). 

3° By the time a case gets to the Supreme Court, compromises accepted for the 
sake of expediency may easily seem to have conceded too much (cf. Foster, op. cit., 
Pp. 928). 

3* Sec. 77(e)(1). The quotation follows the language of the statute with respect 
to a minor improvement made by the committee in the verbiage of the bill. 

Representatives of stockholders vigorously objected to the phrase (Hearings on 
H.R. 6249, pp. 149, 237, 277), their contention being that it would raise trouble- 
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It may be urged that the requirement that the plan conform to the 
“law of the land” is sufficiently unequivocal indorsement of ab- 
solute priority, since the decisions of the Supreme Court so clear- 
ly support that doctrine. On the other hand, the influence of the 
legislative history of an act on its interpretation is well known, and 
the unwillingness of the Congress to make absolute priority spe- 
cifically statutory gives some support to the position of those wish- 
ing to defend the contrary doctrine. 

Application of relative priority usually takes the form of allow- 
ing stockholders to receive the equity securities or voting control 
of the new company—sometimes at the cost of paying an assess- 
ment, sometimes at the cost of more or less dilution of the equity 
issue, and often at the cost of a drastic write-down in equity par 
values. In the Spokane International Railway plan as approved, 
the commission announced its “finding” that both the equity in 
the debtor’s stock and the claims of unsecured creditors were 
without value. In so doing it went the limit in the application of 
absolute priority and much farther than had been provided in 
any of the plans proposed by the parties or by the commission’s 
Bureau of Finance. The Canadian Pacific Railroad is substan- 
tially the sole stockholder as well as the principal unsecured cred- 
itor. Under the plan recommended by the Interstate Commerce 
Commission’s Bureau of Finance (but rejected by the commis- 
sion), the entire common stock of the new company constituting 
the voting control was allocated to the first-mortgage bondholders 
subject, however, to the provision that it should be made avail- 
able for purchase by the Canadian Pacific in recognition of the 
unsecured claims of that company against the debtor. The pur- 
chase option (limited in duration to one year from the final con- 
firmation of the plan) called for a cash payment of $50 per share 
for the entire issue of 20,664 shares or the sum of $1,033,200. Evi- 
dence introduced into the record indicated that the parent Ca- 


some issues in connection with priority among mortgages, particularly in respect to 
minor branch liens. Without necessarily questioning their good faith, it may be 
noted that stockholders, as the very last in order of seniority, have everything to 
gain and nothing to lose by the striking-out of such unequivocal endorsement of 
absolute priority. 
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nadian Pacific Company, together with the Soo Line, which it 
controls, had, from traffic interchanged with the debtor’s line, 
made average profits exceeding $2,000,000 a year during the nine- 
teen years from 1917 to 1935 and in excess of $1,000,000 a year 
during the depression years. 

The bureau’s proposal furnishes an excellent illustration of the 
valuable concessions which have commonly been offered, under 
relative priority, to junior interests. As far as the Canadian Pa- 
cific was concerned, it would not have mattered that the option 
was accorded to it as the principal unsecured creditor and its 
stockholdings declared valueless. The important thing was, that 
for the payment of a sum approximately equivalent to the alleged 
annual benefits of control of the debtor, that control was to be un- 
disturbed. At the same time the first-mortgage bondholders were 
allotted 40 per cent of the principal amount of existing bonds and 
accrued interest in new preferred stock, and 41 per cent in the new 
common at par, the latter being subject to the aforementioned op- 
tion of sale at 50 per cent of its par value. This entire scheme of 
allocating the loss is abandoned in the approved plan, and all the 
securities of the new company are awarded to the bondholders of 
the debtor. In exchange for each $1,000 bond and accrued inter- 
est, the bondholders are to receive $600 principal amount of new 
income-mortgage bonds and six shares of new common stock.* 
The circumstances have been recited at length to show the radical 
departure of the plan approved by the commission from a tradi- 
tional sort of plan conceived under the doctrine of relative prior- 

3? The commission points out that under its plan the proper field for the negotia- 
tion for a new contract for the division of revenue from interchanged traffic will be 
between the Canadian Pacific Railroad and the interests which will control the 
debtor’s properties after the reorganization is accomplished, i.e., the present bond- 
holders, if the option is not exercised. In so far as the new company is itself de- 
pendent upon the interchange traffic, the new stockholders may find themselves 
faced with the unenviable process of negotiating new divisions with an indifferent, 
if not unfriendly, neighbor intent upon driving a hard bargain to recoup its re- 
organization loss. 

On September 12, 1938, the commission ordered the case reopened in response to 
a petition of the Protective Committee for first-mortgage bondholders, who seek, 
among other things, inclusion in the plan of a provision to facilitate acquisition and 
control of the reorganized company by escrowing the new common stock for a 
period of ten years. 
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ity. If the plan approved by the commission is ultimately con- 
summated and serves as a precedent, railroad stockholders in 
many, if not most, of the pending reorganizations will discover 
themselves cut off in strict accord with the letter of the priority 
contracts outstanding against the respective roads. 

Cases might be multiplied either from earlier reorganizations 
under equity or from various plans proposed in section 77 pro- 
ceedings to illustrate the practice of offering to stockholders reten- 
tion of control of the property.*’ The really serious consequence of 
the practice of allowing former equity holders to come through 
reorganization with any right of value chiseled from the lien of the 
senior claimants, lies not, however, in the equity or inequity of the 
specific cases. Application of the doctrine of relative priority car- 
ries with it important social implications respecting the types of 


33 One other proposed report of the Bureau of Finance may be summarized as 
illustrative of the traditional form of reorganizations granting participation to un- 
secured junior creditors. The entire outstanding preferred and common stock of 
the debtor Western Pacific Railroad Company, involved since 1935 in a sec. 77 
proceeding, is owned by the Western Pacific Railroad Corporation. In its proposed 
report on the reorganization of the Company, the Bureau of Finance recommended 
that the commission find that no equity attached to either class of stock. But the 
Corporation is also the principal unsecured creditor of the Company. In its capacity 
as an unsecured creditor, it was proposed that the Corporation receive prior sub- 
scription rights for the purchase at par of the new first-mortgage bonds to be issued 
in reorganization; the purchasers of the bonds were to receive as a bonus an equal 
par value of new common stock. The bonds in question consisted of an issue of 
$10,000,000, 4 per cent, thirty-year bonds which were to be the only fixed-interest 
bonds issued in the reorganization. They were to be secured by a first mortgage on 
the property which, the bureau estimates, could have afforded to pay a minimum of 
approximately $500,000 annual fixed charges during the critical years through 
which the debtor has recently passed. Considering the relative smallness of the 
proposed bond issue and the probable coverage (after allowing for prior charges of 
$86,474 on existing equipment obligations) of the interest thereon under the worst 
conditions, it is estimated that the bonds would have been worth at least par and 
could, if taken up under the option, have been resold to the public at par or better. 
In such a case the warrant-holder (who happens also to be the sole present stock- 
holder) would have received $10,000,000 of par value of common stock representing 
33 per cent of the voting control of the new company in exchange for unsecured 
claims amounting to approximately $7,000,000. The holders of the existing secured 
claims in the form of the debtor’s first-mortgage bonds would have been forced to 
be content with receiving 40 per cent of their principal in fifty-year, 4 per cent, 
income bonds; 60 per cent in noncumulative 6 per cent preferred stock; and new 
common stock at par for their accrued unpaid interest. 
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financial structures which are encouraged thereby. If the railroad 
managements may secure for their equity-holding constituencies 
the leverage gains of large borrowing and at the same time be sure 
that they will be left in control after default, the prospect for fi- 
nancial structures that will not need periodic readjustment is not 
encouraging. Only by a strict application of the doctrine of ab- 
solute priority which would make the stockholders take the con- 
sequences of the financing methods employed can nonrigid finan- 
cial structures be made more popular with those controlling rail- 
road finances. It is hardly necessary to point out that profitable- 
ness to the management responsible for making the choice of fi- 
nancial structure need not always coincide with profitableness to 
their stockholding constituency; the thing that means most to 
the management is the confident expectation that it will be en- 
abled by the relative priority principle to survive default and not 
be dislodged from control. 

Control of a railroad property is a valuable asset to be given 
full consideration when apportioning the property—that is, when 
distributing the losses—in a reorganization. As a valuable, even if 
intangible, asset its realization value contractually belongs to the 
most senior claimants who are being called upon to make sacri- 
fices. It is entirely possible that the bondholders may not them- 
selves care to assume actual operating control but may prefer to 
put such control “on the block’”’ for sale or may prefer to dispose 
of it in any other way they see fit. 

It may be urged that offering the control to others is precisely 
what the bondholders do when they accept the doctrine of relative 
priority and leave the control to the former stockholders whose 
co-operation is allegedly needed and whose management and 
knowledge of the property are held to be indispensable to the re- 
organized company. A measure of skepticism may not be un- 
justified respecting the alleged benefits of undisturbed manage- 
ment. It is not that the management has necessarily been guilty 
of incompetence, lethargy, or dishonesty in the administration of 
the road and thereby brought the road to the necessity of reor- 
ganization. Indeed, there is considerable merit to the recent dis- 
position to excuse the management on the grounds that depression 
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conditions were unforeseeable, unprecedented, and uncontrollable. 
The really cogent charge against the management of a road faced 
with reorganization is that that management created, or passively 
accepted, a rigid financial structure which was incapable of stand- 
ing the strains that came. Whether the strains were caused by the 
depression or purely individual circumstances is not particularly 
in issue; since depression and the fluctuations of an unstable 
monetary standard are sufficiently commonplace, they must be 
anticipated until such time as society is successful in solving its 
problem of bringing them under control. The “punitive” essence 
of absolute priority is a strong argument in favor of it if, by such 
a policy, caution can be encouraged in the bonding of the prop- 
erties.*4 

By no means a negligible gain from a return to practical reli- 
ance on absolute contractual priority is the fact that application 
of the rule minimizes the necessity for post-default bargaining be- 
tween the parties, injects a measure of certainty into the outcome 
of a reorganization proceeding, and comes the nearest to giving 
the various investor groups what they bought in priority claims. 
Much of the dissatisfaction with railroad reorganization procedure 
under equity was due to the fact that so much had come to depend 
upon the fiduciary integrity and the intelligence of those responsi- 
ble for negotiating the exchange of securities and distributing the 
losses. It is rather fantastic to have to resort to negotiation and 
compromise at all between interests who, by previous contracts, 
have accepted definite responsibilities in exchange for definite 
rights. The respective priority (or residual) provisions inserted 
into the various capital instruments constitute a part of the con- 

34 Several roads have recently undertaken to secure voluntary readjustment of 
certain of their bond contracts. Voluntary plans have considerable appeal as a way 
to avoid costly court proceedings, but if, under the duress of threatened bankruptcy, 
bondholders permit the remaking of mortgage contracts without disturbing control 
of the property, the practice must contribute to a frivolous undertaking of mortgage 
contracts in the future. The rigor with which the commission has applied absolute 
priority in the early sec. 77 cases has undoubtedly added to the eagerness with which 
managements and stockholders of roads now threatened with default have turned to 
voluntary plans as a way out. Proposals to give statutory approval to the technique 


should recognize the essential similarity of the outcome to the application of rela- 
tive priority. 
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sideration offered investors to purchase them. Departure from the 
pre-established contracts plants the germs for the reorganization 
conflict. Some interests will then seek concessions and others 
must often of necessity grant them, but that both will contend for 
them is a foregone conclusion. The result has been to leave the 
railway investor quite at a loss to know in advance what he can 
count on when and if his securities are defaulted upon or a reor- 
ganization becomes necessary. The disposition of de jure claims 
comes to depend entirely upon de facto bargaining power. 

Under the doctrine of relative priority there are no standards 
by which the relative sacrifices may be apportioned or estimated; 
the group which is the most articulate, the most obdurate, or the 
best represented in the negotiations profits thereby. For example, 
in the case of the Chicago, Indianapolis and Louisville Railway 
the debtor’s plan* offering senior lien-holders 25 per cent in new 
33 per cent fixed interest bonds, and 75 per cent in 4} per cent 
noncumulative contingent interest bonds, while the controlling 
stockholders undergo a dilution of their voting equity from 88.3 
to 52.8 per cent, raises all but unanswerable questions as to wheth- 
er the concessions proposed are commensurable. Other parties in 
the proceeding may well propose and defend as equitable in main- 
taining relative position a dilution of the controlling equity to 
any other percentage—66, 44, or 22 per cent. In spite of this type 
of resultant uncertainty, the contractual priorities—definite, 
negotiated at arm’s length long before default was even impend- 
ing, and accepted as conditions precedent to investment—were, 
until the commission’s Spokane International plan, respected 
after default only in so far as expediency dictated recognition of 
their obstructive capacities. 

The strongest argument against the rigorous application of ab- 
solute priority is the possibility that by treating the equities com- 
paratively ruthlessly the future sale of residual equity securities 
might be adversely affected. If a policy of keeping stockholders 
from rash financing methods by the fear that whatever losses 
occur must first wipe out their own investment, would render it 
impossible to sell stock in the future, the dilemma would be a most 


38 Finance Docket 10294 (debtor’s plan, filed May 26, 1937). 
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serious one. From the standpoint of the financial managers who 
determine the financing methods employed, it seems probable 
that they would accept strict priority by planning a larger propor- 
tion of stock financing. Under relative priority, company officers 
are usually able, by perpetuation of the voting control, to nurture 
their jobs through reorganization. Were this no longer possible, 
foresight must certainly dictate the wisdom of avoiding a finan- 
cial structure which would place the control in constant jeopardy 
through inflexible capital contracts. That a consistent adherence 
to absolute priority would improve the position of senior bonds 
seems probable. The present necessity for compensating bond- 
holders for the probability that they will have to make concessions 
in reorganization can be eliminated by assuring them in advance 
that the security anticipated will not be vitiated by a remaking of 
the contracts upon default. Any consequent lowering of the rate 
of return demanded on the bonds would add, however slightly, to 
the net remaining for the residual equity. The possibility of losses 
actually wiping out the stockholders’ investment if the contracts 
were strictly enforced might be expected to encourage prospec- 
tive equity investors to prefer the stocks of those companies which 
were financed on the basis of relatively broad equities. Since the 
investment in equities involves such a large element of subjective 
appraisal of risks and uncertainties, it is probably dangerous to 
venture prediction as to the reaction of equity investors to a firm 
policy of absolute priority. In any event, it is hard to see how a 
policy giving definiteness and maximum certainty to the relation- 
ships which in theory are already assumed by the investors could 
have any unsocial deterrent effect on the willingness of investors 
to assume such relationships. 


IV. THE RELIANCE ON COMMISSION CONTROL 


The addition of section 77 to the Uniform Bankruptcy Act was 
designed to correct abuses of the railroad reorganization process 
through recasting the forms of procedure and redistributing the 
control over the process. The old procedural technique unques- 
tionably merited statutory efforts to purge it of its cancerous mor- 
bidities—the perversion of control over reorganization into the 
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hands of persons characteristically lacking in fiduciary conscience; 
reorganization managers who seized control, drafted the plan “‘off- 
the-record,”’ and then thrust it down the throats of the investors; 
protective committees who accepted fees for subserviently ap- 
proving what they were asked to approve; striking minorities who 
capitalized their nuisance values; courts of equity who allowed 
themselves to be lulled into complacency by the mechanics of a 
fictitious foreclosure sale; and a commission which made up in 
lamentations what it lacked in authority or firmness. By specifi- 
cally restraining the offenders and redistributing the powers over 
reorganization, the act justifies a considerable measure of opti- 
mism concerning its probable success, judging it in the light of its 
limited objectives—the elimination of these invidious elements 
from the procedure and practice of railroad reorganization. 

To the extent that the act fails to attack the capitalization 
methods which necessitate reorganization, section 77 neglects ulti- 
mate objectives and falls short of the larger ideal of preventing 
reorganizations by making reorganization practice and procedure 
contribute to that end. In fact, the debtor philosophy which per- 
vades the act actually militates against achieving that objective 
by failing to discourage future and continued reliance on evidences 
of debt for railroad financing. Considering the time of enacting 
section 77, the policy of leniency toward debtors may have been 
more immediately available than the alternative remedy of in- 
flating the currency for the sake of debtor relief. From a longer- 
run point of view, however, avoidance of reorganization should 
be given more consideration than mere palliation of reorganiza- 
tion procedural exigencies. 

In the meantime, the necessity for reorganization of the finan- 
cial structure of certain roads persists. The choice of method in 
the solution of their reorganization problems lies between a policy 
which rigorously enforces the private capital contracts, even if 
punitive at times, and one which permits their revision in the 
name of equity and thereby opens the door for conflicts which in 
the end seem to require or justify the intervention of a public 
authority. 

Indeed, one of the more serious consequences of the policy 
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which forces dependence on post-default bargaining and re-negoti- 
ation is that its practices and outcome have proved so intolerable 
to the public interest that Congress felt it necessary under section 
77 that a public commission be given masterful power arbitrarily 
and authoritatively to make the bargains for the private inter- 
ests. Viewed in this light, the problem of railroad reorganization 
presents a challenge transcending the direct implications to the 
transportation industry itself, presenting as it does a fundamen- 
tal choice between reliance on rules versus authorities in the solu- 
tion of an economic problem. Whenever a problem in practical 
capitalism arises, it is easy to succumb to the anesthesia of the 
assumption that all that is needed is to turn its solution over to 
an ad hoc board, enjoining the board to deal with the question 
forthwith “in the public interest.”’ 

When, as in the section 77 reorganization proceedings, a public 
board is given explicitly or implicitly the responsibility of solving 
a problem by applying such a test as “‘in the public interest,” the 
act ought to be recognized for what it is—a transfer of authority 
from one group possessed of human frailties to another group pos- 
sessed also of human frailties.*° The crux of the control problem is 
not a choice of a better or worse way of doing a thing but a ques- 
tion of who is going to supply the enterprise, intelligence, and in- 
tegrity for solving the problem, or, what is the same thing, who 
is going to select the persons to furnish these elements. The au- 
thority of the state in behalf of the public interest is no longer 
open to dispute, but democracy presupposes that dictatorial re- 
view of private cases will be avoided if a general rule applicable 


36 As a commentary on the efficacy of “control” of any sort, it is not to be dis- 
missed lightly that, in the reorganization proceedings under sec. 77 of the Bank- 
ruptcy Act, the Interstate Commerce Commission is officiating as undertaker at the 
demise of many securities which it was confidently hoped would be protected from 
such an unhappy end when, by the Transportation Act of 1920, the Interstate Com- 
merce Commission was intrusted with the duties of midwife and nurse. The fervent 
hope that the exchange of securities at the conclusion of the pending reorganizations 
will prove to have been a lasting rejuvenation finds little encouragement in the 
record of the past. Practical considerations may have dictated the necessity for 
compromise with ideals in granting past approvals, but it is unrealistic to hold that, 
had control been by initiation rather than by veto, the same sort of practical con- 
siderations would not have dictated the necessity for compromise. 
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to all alike is possible. There is no rule for the distribution of 
losses in reorganization which is capable of being applied inde- 
pendently of the caprice of those who apply it except the rule of 
absolute priority. 

Even the stockholders who are the sufferers of such a rule may 
derive some comfort from indications in the first cases decided 
under section 77 that the commission is disposed to interpret their 
contracts literally, and thus avoid, where possible, the authori- 
tarian disposition of pecuniary differences between specific pri- 
vate interests and the authoritarian allotment of participation to 
each of the conflicting groups. Charged merely with promoting the 
“public interest,’’ which often may be achieved within a fairly 
wide band of variation as to detailed private interests, the com- 
mission will need great rectitude to avoid falling into the easy 
steps from arbiter, to defender, to a party with a vested interest 
in the acceptance of a specific plan chosen from among others 
equally promotive of the public interest. 




















“SPECULATION AND THE RISK-PREFERENCE” 
A COMMENT 


H. S. IRWIN 
Chicago, Illinois 


of gambling, exception should be taken to certain of the con- 
clusions set forth in the article “Speculation and the Risk-Prefer- 
ence,” by Harold Barger, in the June, 1938, issue of this Journal. 

He states in his first paragraph that “it is convenient to class as 
gambling the bearing of those risks which do not owe their existence to 
the production of other forms of wealth”; and he assumes tacitly that 
short sales in the stock market and in the commodity-futures markets 
fall in this category. At first glance this reasoning seems plausible, but 
actually it is unsound. It loses sight of the fact that in certain circum- 
stances short selling may contribute to the production of wealth by 
helping to bring prices closer to the level justified by the then existing 
conditions. On the other hand, short sales admittedly may drive prices 
to unwarrantedly low levels, but in cither event short selling, as well 
as other speculative trading, is definitely separated from gambling. 

Mr. Barger’s concept differs materially from the widely entertained 
notion that an indeterminate proportion of the organized trading in 
stocks and particularly in commodity futures is gambling. In the case 
of futures, the claim is commonly made that many of the transactions 
are gambling because comparatively few transactions are settled by 
delivery of the commodity on the futures contracts. With respect to 
stocks the reasoning is less clear, but probably it would be claimed 
that at least the transactions in the shares which are traded on margin 
and which do not leave the brokers’ hands would also be considered as 
gambling. This impression has been widely circulated in economic 
literature, especially with respect to the trading in futures, and has 
colored many writings of a popular nature. In popular thinking the 
feeling has probably been strengthened by the failure to distinguish 
between the legitimate trading in stocks and futures and the bucket- 
shop gambling in these things. 

This second notion is also untenable, in my opinion, and I believe 
128 


I: THE interest of clarification of the concepts of speculation and 
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that the only reason that it has been so widely entertained is that until 
recently no one has been able to examine the organized trading from all 
sides. From the present viewpoint it appears that very likely this no- 
tion was introduced into economic theory late in the nineteenth cen- 
tury to fill the evident gap between the actual results of organized 
trading and the results which would have been expected according to 
the classical theory of speculation. Because, then, it was not possible 
to obtain a complete view of the trading as a whole, no one could see 
that the evolution of the organized markets had permitted the rise of 
new kinds of trading which differed sharply from the transactions en- 
visaged by the classical economists. 

In such circumstances it was easy to borrow the notion which had 
become current in legal circles about the middle of that century that 
the “intent of the parties to deliver” established a line between specu- 
lation, on one side, and gambling, on the other. This reasoning was set 
forth in Grizewood v. Blane, 11 C.B. 526 (1852).' It was based on the 
theory that the transactions were characterized by indirect results only 
(ie., merely the transfer of property) unless the things involved were 
delivered on the contracts made. This reasoning was followed in case 
after case without recognition of the fact that it applies only to un- 
organized trading and does not apply to the trading on organized 
exchanges which render definite services in connection with the market- 
ing of the things traded on them. 

Because of these services which practically all the stock exchanges 
and commodity-futures exchanges render in connection with the mar- 
keting of the things traded on them, it is my belief that none of the 
trading on such exchanges can be regarded properly as gambling. 
Admittedly, there are many points of resemblance between that trad- 
ing and gambling, but there is a distinct difference between them. 
This difference is that gambling is characterized by indirect effects only 
in that whatever one man loses another gains. Indirect effects are also 
found in the trading in stocks and in commodity futures; but, in addi- 
tion to them, there is the direct effect which the trading exerts upon 
the price of the stocks or of the commodities, as when numerous trad- 
ers enter the wheat-futures market on the long side following harvest 
and take the other side of the hedges which result from the heavy 
after-harvest movement of wheat. This direct effect sets organized 


* See Telford Taylor, ‘“Trading in Commodity Futures: A New Standard of 
Legality,” Yale Law Journal, XLIII (November, 1933), 66. 
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trading apart from gambling. It is not contended that all organized 
trading is desirable; in fact, it is set forth elsewhere that this trading 
includes manipulation and “trend trading” which are detrimental to 
the public interest.? It is to be desired, however, that the socially 
beneficial trading should be freed from the stigma of gambling in popu- 
lar thinking. Further, because of the direct effects of the trading in 
stocks and in futures there is greater need to control the socially un- 
desirable types of this trading than to control gambling. 


? This contention is set forth at greater length in two articles by the writer, “Risk 
Assumption in Trading on Exchanges,” American Economic Review, XXVII (June, 
1937), 267; and “Legal Status of Trading in Futures,” J/linois Law Review, XXXII 


(June, 1937), 155. 
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Nassau Senior: And Classical Economics. By MARIAN BowLey. Lon- 
don: George Allen & Unwin, Ltd., 1937. Pp. 358. 15s. (Distributed 
in the United States by the University of Chicago Press, $3.50.) 


In this remarkable Doctor’s thesis—University of London (“‘Lon- 
don School”), 1936—Miss Marian Bowley at once sets a new standard 
in the writing of the history of economic theory, and raises in the most 
acute form the question as to the general mode or pattern which such 
endeavors should take to make the result most useful to students and 
the serious reader at large. On the one hand, the reviewer knows of no 
work in the field which in his opinion is the equal or near equal of this 
volume in the combination of scholarship with analytical power and 
theoretical insight. On the other hand, the book embodies a general 
conception of its task and a mode of execution which is virtually anti- 
thetical to his own. 

A brief description of the work is in order, the title being somewhat 
misleading—as a neat title almost inevitably is. The content consists 
of two parts of unequal length, with three brief appendixes, following 
an Introduction and a list of the main dates in Senior’s life. (We are 
promised a biography by Senior’s granddaughter, Mrs. St. Loe 
Strachey, who made the Senior papers in her possession available to 
the author.) Part I, “Economic Theory,” contains about three-fourths 
of the entire text, grouped under the following six natural chapter 
headings: “Scope and Method,” “Value Theory,” “Population and 
Rent,” “Capital and Interest,” “Wage Theory,” and “Money and 
International Trade.”’ Under each of these heads we find a rounded 
treatment of the views and theories of all the British classical writers 
of recognized importance, together with immediate background, the 
work of the main Continental (French and German) authors in the 
same tradition, and comparison with leading modern authorities. The 
treatment is “oriented” around Senior rather than subordinated to 
consideration of this one man. This is, indeed, a good approach for a 
general discussion. For, in spite of relative neglect in comparison with 
three or four other members of the classical school, Senior was at once 
the “arch theorist’”’ of the movement and its real culmination. J. S. 
Mill added hardly anything to the general body of early classical 
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doctrine, and is chiefly notable, even more than Senior himself, for 
recognizing limitations and divergent facts and viewpoints which 
would have “shot the whole system to pieces” if they had been effec- 
tively worked out and incorporated. 

Part II of Dr. Bowley’s book, “Problems of Economic Policy,” 
deals more explicitly with Senior, under the two heads of “Governmen- 
tal Policy” and “The Poor Law Problem.” While these chapters treat 
matters of the greatest importance, and are also ably done, they seem 
to move on a somewhat lower intellectual level than Part I. This is no 
doubt partly due to the less general character of the subjects handled 
and the greater difficulty of saying much about them that seems at 
once true and beyond the commonplace. In part, it is doubtless be- 
cause the first of the two chapters, otherwise the more general and 
interesting, overlaps and to a considerable extent repeats chapter i 
of Part I, on “Scope and Method,” which in turn is the weakest 
chapter of its own section in relevance to permanent and vital prob- 
lems. 

We now come to the limitations of the book, especially the major 
question suggested at the outset. With reference to any wide appeal 
to readers, or to university teachers for use in courses, the very fact of 
its high intellectual level means that a great deal is presupposed, in 
the way both of grasp of the issues of economic theory and of wide 
and intensive reading of the literature, current and historical. It is 
no book for elementary students or for anyone looking for a “‘readable 
survey.” This judgment is accentuated by a further fact which is the 
main point for emphasis here—whether it be considered a “weakness” 
or not. The author has written so very “objectively” that even the 
careful reader who is a specialist will find it difficult or impossible to 
tell what her own “position” is, and this leaves him in doubt as to 
the standards determining selection of topics, the conception of ad- 
vance in the science, and what is considered a “contribution” on the 
part of Senior or another author. While the typical biographer’s atti- 
tude of laudatory appraisal is much in evidence, this is combined with 
equally frank admission of confusion and missing the point on his part, 
but we are given no clear statement of the precise nature of success or 
failure. 

It is not meant (to repeat) that this objectivity is necessarily a 
“wrong” attitude. The alternative is, perhaps, worse. This alterna- 
tive almost inevitably is the use of most of a writer’s effort and space in 
preaching “sound doctrine,” meaning his own, and in comparing other 
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doctrine with this as a touchstone. The most outstanding historical 
work by an economic theorist hitherto is undoubtedly Béhm-Bawerk’s 
Geschichte der Kapitalzinstheorien, which affords an ideal example of 
this opposite extreme; it is full of opinionated patter irritating to read 
—even to those who do not endorse the present writer’s view that its 
“sound doctrine” is “utterly wrong,” a different question entirely. 
This dilemma exists for a writer in any branch of intellectual history, 
and is a very serious one. Of course it is possible, within limits, to 
steer between these extremes—i.e., to avoid some of the evil, while los- 
ing some of the advantage, of either. The reviewer, in spite of the 
dangers, definitely favors going rather far toward the Béhm-Bawerk 
extreme, as judiciously as possible, of course, in a book intended for 
students (as all serious books are) rather than toward that adopted 
by Dr. Bowley. 

Only a few specific points can be noted. Our author certainly errs 
in giving Senior far too much credit, by implication, in connection with 
both the theory of utility and that of productivity (which merge in 
the general logical-mathematical conception that has inherited the 
unfortunate designation of “marginalism’’). It cannot be maintained 
that Senior, or any member of the older classical school, used or 
grasped the elementary principles of analysis as applied to economic 
phenomena. They simply did not see that the fundamental economic 
concepts are magnitudes interrelated as function-and-variable, that the 
nature of the economic problem is to maximize something, and that 
this is done when “final increments” (partial derivatives) are equal- 
ized through an appropriate allocation of means among modes of use 
subject to a principle of diminishing efficiency. This, it is true, virtual- 
ly amounts to saying that as economic theorists they did not know 
what they were talking about. It is a harsh statement, but in our opin- 
ion the study of the history of theory should largely center around such 
negative, and harsh, judgments. This in spite of the fact that such a 
treatment results to a degree in inverting the traditional principle, 
sacred especially to biographers, of de mortuis, making it read nihil 
nisi malum. Of course it does not really mean that; we should give 
the recognized economists of the past all deserved credit where they 
made progress, and also where they made errors of the “intelligent” 
sort that lead to their own correction and so to progress. But we should 
tell the truth. And the best way in which we can do honor to our an- 
cestors is after all to profit by their mistakes and build upon their 
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work, by replacing it with something as different as possible where that 
is called for. 

A book centering on Senior and displaying the acumen so abundant- 
ly manifest in the one at hand ought surely to do something to clarify 
and emphasize the difference between what is defensible and what is 
indefensible in the theory of capital and interest, in particular. Dr. 
Bowley praises Senior for “making explicit the underlying ideas of the 
Ricardian analysis of time” (p. 143); for giving “the most complete 
exposition of the English tradition of capital theory before Jevons” 
(p. 147); and for the similarity of his theory to that of Marshall (p. 
103)—implying, but never saying, that this represents sound achieve- 
ment. (The fact that in the reviewer’s opinion it is fundamentally 
wrong is not the point here.) She quotes, in the original italics, 
without comment on its absurdity (p. 143), Senior’s definition of 
abstinence as “that agent, distinct from labour and the agency of 
nature, the concurrence of which is necessary to the existence of capital, 
and which stands in the same relation to profit as labour does to 
wages.” The clear meaning of the words is that labor and capital are 
paid either for coming into existence or for continuing to exist, which 
is false as well as ambiguous. Nor is this really Senior’s theory of 
abstinence, if he can be said to have had any intelligible theory. In our 
opinion he did not have an abstinence theory of interest, but only a 
supplement to the doctrine of pain-cost; his theory of profit was that of 
Ricardo, a “residual,” after removal of rent as a “surplus” and of wages 
fixed by the subsistence requirements of laborers, with abstinence 
setting an ultimate minimum, as the earlier writers also held, in slightly 
different form; if so, Miss Bowley is wrong on one of the few main 
points where she takes a fairly clear position (cf. pp. 137, 138, 163-64). 
Again, the Ricardian theory of rent and the notion of wages as product- 
less-deductions are both casually referred to as if substantially equiva- 
lent to modern productivity analysis. We even find the absurd concep- 
tion of monopoly held by the classical writers, involving no distinction 
between natural and artificial scarcity, used continually, with never a 
hint of disapproval (pp. 93, 104, 132 n., etc.). 

With all due reverence for the great dead, it is surely time for 
criticism in a scientific spirit to begin a serious effort to separate the 
trash from the grain in economics and to give both descriptive labels. 
The fact that the “best minds” seem to think foolishly in matters eco- 
nomic when they think “naturally” is the main ground of need for 
formal education in the discipline. And astrologists, alchemists, and 














BOOK REVIEWS 135 


even witch-hunters were also, beyond doubt, good and great men, in 


many instances at least. 
Frank H. KNIGHT 
University of Chicago 


Machines and National Rivalries (1887-1914) with an Epilogue (1914- 
1929). By J. H. Crapuam. (“An Economic History of Modern 
Britain,” Vol. III.) Cambridge, England: At the University Press; 
New York: Macmillan Co., 1938. Pp. xiv+577. $7.00. 

This third volume of Professor Clapham’s history is a worthy com- 
panion to the volumes which we already know so well. The narrative is 
carried down to our own times with singularly little change in tone and 
an astonishing sense of proportion. The intense partisanships of recent 
years do not ruffle the calm objectivity which has been maintained 
throughout, nor does the ardent faith of radicals in a new age shake 
Professor Clapham’s conviction that the continuities of history are 
more significant than the elements of discontinuity. The problems of 
the period bring this aspect of Professor Clapham’s thought into 
clearer relief than either of the other volumes. Despite the profound 
change in the position of Britain in the world and despite the great 
change in the attitude toward property, the narrative leaves one with 
the feeling that these changes were natural aspects of a process of 
growth which need give rise to no apprehension. 

This emphasis on the continuity of social life presents a delicate 
problem in valuation. It is probably true that the events themselves 
rarely reveal sharp breaks, so that the full significance of particularly 
strategic events is not adequately realized at the time. It is not so 
clear, however, that the historian can wisely limit himself to the presen- 
tation of the immediate sensations of contemporaries. Neither the ac- 
tors in the drama of history nor the lay public, who are in a way the 
audience, can have any true sense of the values of the events in which 
they live. Optimists, with lively anticipations, are ever prone to be- 
lieve that a new epoch has just dawned. The mass of the bourgeoisie 
and the peasantry are likely to be so slow in their perceptions that all 
changes seem to leave the basic structure of life untouched. 

Professor Clapham reacts strongly against the revolutionary atti- 
tude. His sense of evolutionary growth and his just appreciation of 
the basic continuity of historical process lead him to stress the small 
magnitude of individual increments of novelty. But although there is 
justification for such a view, some of these relatively smal] changes 
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exert commanding influence upon the rate or direction of social growth. 
Professor Clapham’s temperament leads him into danger at many of 
these points. The tendencies of his thought appear characteristically 
in his treatment of the agricultural depression, competition with Ger- 
many and the United States, and the rise of the Labour party. 

The account of the agricultural depression is shrewd and well docu- 
mented. No one would challenge the actual appraisal of the events, but 
the massing of the material and the general tone would certainly leave 
an uninformed reader with an incomplete realization of the severity of 
the pressure upon farmers and landowners. Impatience with the un- 
critical exaggerations of alarmists leads Professor Clapham to such 
caution of statement that his actual conclusions do not stand out with 
the sharpness of outline likely to impress the general reader. 

In respect of international competition Professor Clapham recog- 
nizes frankly that there was pressure and, in some industries, stagnation 
and dependence upon foreign inventions. But he does not feel that the 
net effect upon British trade was very serious prior to the war. His 
judgment is largely based upon Professor Taussig’s analysis of the 
terms of trade after 1900. The fact that the losses of the first decade 
were rapidly made good before 1913 leads Professor Clapham to the 
conclusion that Britain’s position was stabilized, whereas in earlier 
decades the terms of trade had been growing steadily more favorable. 

Emphasis upon evolution and growth leaves Professor Clapham 
little space to deal with the passionate struggles that underlie many 
phases of the movement of economic and social policy. In this volume 
the judicious treatment of fiscal policy before and after 1911, the his- 
tory of the labor movement after 1902, and the problems of the poor 
law and social legislation all illustrate this deliberate emphasis upon 
the cosmic quality of social process in an atmosphere far removed from 
the passions of the moment. The merits of Professor Clapham’s method 
are real, but such a method presumes a wide range of reading if the 
narrative is to yield to the reader the full content of Professor Clap- 
ham’s richly furnished mind. A full communication of his thought to 
an uninformed reader would have required a great increase in the scale 
of the narrative. 

But if general treatises cannot be written that are really independent 
of the primary special literature, we must frankly recognize the neces- 
sity of giving greater emphasis to special treatises, broader in scope 
than the monograph but definitely more restricted in scope than the 
comprehensive history of a period. We must recognize frankly the 
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need of a substantial body of historical literature at various levels of 


generality. 
ABBOTT Payson USHER 
Harvard University 


Studies in Current Tax Problems: Prepared in Connection with a Survey 
of Taxation in the United States under the Direction of the Twentieth 
Century Fund. New York: Twentieth Century Fund, Inc., 1937. 
Pp. xxiii+303. $3.50. 

This book is a companion or supplementary volume to Facing the 
Tax Problem, which was published earlier under the same auspices. 
According to the authors, it presents “some of the research memoranda 
that were developed in the course of assembling material for the first 
volume. .... Only those are included . . . . that refer to those sections 
of Facing the Tax Problem in which data of a highly specific nature are 
presented without an explanation of their derivation.” The book, 
consequently, is of little interest to the general reader. It contains six 
memorandums and two bibliographical sections, as follows: (1) “Esti- 
mate of the Tax Burden on Different Income Classes,” by Mabel New- 
comer; (2) “A Comparison of Aggregate Burden of Federal Income 
Tax and State Income Tax in Eleven Selected States,” by Carl Shoup, 
Bernard L. Shimberg, and William Vickrey; (3) “State Property Tax 
Rates, 1925-36,”” by Thomas J. Reynolds; (4) “Costs of Administering 
the Various State and Local Taxes,” by Thomas J. Reynolds; (5s) 
“Estimating Income and Estate Tax Yields,” by Susan S. Burr and 
William Vickrey; (6) “An Estimate of Federal, State, and Local Ex- 
penditures, 1936-1940”; (7) “Studies of State and Local Tax Sys- 
tems, 1920-36,” by Carl Shoup, Marion Holman, and Bernard L. 
Shimberg (bibliography) ; (8) Bibliography. 

The statistical sections of the book are carefully done and the vari- 
ous steps in the computations are explained clearly. Various assump- 
tions underlying the work are stated and the reader is given, for the 
most part, adequate reasons for the judgments exercised by the staff. 
Little more could be asked of any statistical essays. They form the 
basis for estimates and predictions made by the authors. These are 
always hazardous and frequently of questionable value, as unforeseen 
events modify the prophecies ventured. The estimates of revenues and 
expenditures, for example, are projected to 1940, and even since the 
initial volume of the staff appeared, “unusual events” have modified 
many of the predictions. 
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The authors make considerable use throughout the book of the 
hypothetical-example approach to research. Given sets of facts are as- 
sumed, to which variables are subsequently applied. It is often diffcult, 
of course, to compare the operation of the laws of one state with those 
of another, but the limitations of this approach are not always fully 
stated. Sometimes the things that need proof are merely assumed, but 
to establish proof might have taken the authors farther afield than 
they cared to go. 

The memorandum on “A Comparison of Aggregate Burden of 
Federal Income Tax and State Income Tax in Eleven Selected States” 
is mainly concerned with the effect on total taxes of allowing state in- 
come taxes to be deducted from income in computing federal taxes. 
The authors significantly conclude that “in many cases not only the 
rate of burden but also the absolute amount of the net additional bur- 
den imposed by a state income tax is smaller for a wealthier taxpayer 
than it is for a poorer one..... This anomaly results from the fact 
that the progression of the state rates stops at a low level, while the 
proportion by which the state income tax reduces the federal income 
tax increases with the federal surtax rates, and the rate of increase of 
these rates is, over some ranges of income, greater than the rate of in- 
crease of the income itself” (p. 70). 

The essay on “Costs of Administering the Various State and Local 
Taxes” is a welcome collection of information hitherto not available 
in one place. The first portion of the essay is devoted to the presenta- 
tion of existing data without critical comment. Here and there are 
statements which make the reviewer wonder if the author had a clear 
idea of the meaning of “costs of administration” or the proper base 
to be used in computing such costs. In connection with the property 
tax, the author complains about the paucity of data to use for gen- 
eralization, and concludes: 

Conditions surrounding the administration of property taxes vary so 
from community to community and from state to state—with differences in 
the types of property brought within the scope of the tax, differences in the 
amount of evasion tolerated, and differences in the preponderant type of 
property located within the taxing units—that it would probably be meaning- 
less to derive any one typical figure, even if reliable data were available for 
every tax unit in the country [p. 121]. 


The same idea appears when the author comments on the historical 
data on the cost of administering the New York State income tax: “It 
would be virtually impossible to adjust the cost figures for the personal 
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income tax, with its diverse exemptions and allowances, so as to make 
them comparable over the whole period” (p. 135). Costs of adminis- 
tration relate to existing laws, not to hypothetical laws, assumed “‘uni- 
form”’ acts, or to laws stabilized as to provisions over a series of years. 
The costs, moreover, are im re actual collections and do not pertain to 
amounts of evasion, the scope of laws, the thoroughness of supervision, 
or the rigidity of administration. These things may explain the size of 
particular ratios, but “costs of administration” should be computed 
without regard to them. These misconceptions may have come, how- 
ever, from the secondary sources used by the author in the descriptive 
portions of his memorandum. 

In the analytical discussion of administrative costs, the author com- 
ments inadequately on the limitations of available cost figures. He 
recognizes the difficulties involved in apportioning administrative over- 
head to particular taxes, yet the absurd illustration of the cost of col- 
lecting the Idaho state ad valorem tax for 1935, where the collection 
of $1,468,030 in revenue was reported to have cost $1,473, with no 
allowance for the work of local officers and others (p. 124), evoked no 
comment. Joint-cost problems were recognized, but the data were 
not corrected for these or other errors. Probably these adjustments 
would make little difference in the ultimate ratios, but before criticiz- 
ing administrators and other students for “‘a general lack of interest 
in the whole subject of administrative costs,’”’ and because “rarely has 
any concerted effort been made to investigate the relative ease with 
which various taxes may be administered,” it misht have been 
profitable for the author to develop for himself at least one set of 
cost-of-administration figures where proper allocations of overhead 
were made, where joint costs were separated, and where at least all the 
costs which should be considered were added into the total. Perhaps 
the students in the field have not made a “concerted effort” to investi- 
gate problems of administrative cost and perhaps public officials have 
been negligent, but no less than twenty-nine of these defective efforts of 
other people enabled the author to write his memorandum. And, if he 
had actually visited the offices of many administrators instead of writing 
and questionnairing them, he would have been surprised at the volume 
of information on costs of administration, as well as on the effective- 
ness of administration, which he would have found. Not as much work 
has been done on administrative matters as can or will be done, but 
the “general lack of interest” in the subject can hardly be substanti- 
ated. 
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The doctrine of caveat lector may be applied in good humor also to 
the bibliography entitled “Studies of State and Local Tax Systems.” 
The authors state that “no bibliography hitherto compiled gives a 
complete list’’ of the studies on state and local taxation (p. 268). This 
one suffers from the same defect, but the authors claim “‘probably few 
important omissions” (p. 268). They may do this, in part, because 
they have restricted their list to reports or studies “that on the one 
hand are restricted to one state and on the other hand are concerned 
with the state’s tax system as a whole—including local taxes’ (p. 
268). This gives the authors wide discretion as to what they care to 
include—reports dealing with single taxes, even main supports of a 
fiscal system, may be omitted. Few of them professing complete treat- 
ment of state systems adequately analyze local revenues. Thus, few 
volumes comply strictly with the author’s specifications. A bibliog- 
raphy more inclusive would have been far more valuable to their read- 
ers. As it stands, Ohio gets first place in the number of items listed, 
because the special reports of the 1930 commission are enumerated 
singly. Only one report, however, is included from the work of the 
New Jersey Commission To Investigate County and Municipal Taxa- 
tion and Expenditures. In the sixteen years covered by the bibliog- 
raphy, no official report could be found for Nebraska. The special 
studies of the New York State Tax Commission were excluded by 
specification from the listing. 

The outstanding portions of the book are the work of Miss New- 
comer. Even when dealing with statistical materials, her pointed ob- 
servations and casual remarks make the reading refreshing and worth 


while. 
SmmEon E. LELAND 


University of Chicago 


Tax Relations among Governmental Units: A Symposium Conducted by 
the Tax Policy League. New York: Tax Policy League, Inc., 1938. 
Pp. vi+226. $2.75. 

This book deals with the problem of the tax conflicts and other 
fiscal relations among the three levels of government in the United 
States. It contains sixteen papers, a Preface by S. C. Mastick, and a 
Selective Bibliography. The contributors include Roy Blough, P. H. 
Cornick, L. Lazlo Ecker-R, F. S. Edmonds, Rowland Egger, Robert E. 
Hatton, Howard P. Jones, Wylie Kilpatrick, Albert Lepawsky, H. F. 
Long, J. W. Martin, H. C. Ostertag, Carl Shoup, T. R. Snavely, W. H. 
Stauffer, and Alfred Willoughby—all qualified by research or experi- 
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ence to speak upon this subject. The papers cover four phases of the 
problem: Part I, ‘““Federal-State Tax Relations’’; Part II, “Interstate 
Tax Relations”; Part III, “Federal and State Aid”; and Part IV, 
“State Control of Local Finance.” The emphasis is upon techniques 
and policies of fiscal co-ordination rather than upon the economic and 
quantitative aspects. 

The book offers an index of the degree of consensus and difference of 
opinion among specialists on this problem. There is still an important 
issue as to the best approach to the solution of federal-state relations. 
Martin advocates a restricted, piecemeal attack upon relatively small 
matters, particularly administrative, while Shoup makes no choice 
between the limited and comprehensive approach, but, in case the 
latter is used, indorses the Haig suggestion of a disinterested com- 
mittee to work out a compromise solution. Ostertag, on the other 
hand, regards the Tax Revision Council as an adequate instrument of 
action, and attributes lack of accomplishment to federal indifference. 

More consensus is evident among those dealing with state-local 
relations. There is general agreement as to the inevitability of some 
form of state-local aid. Though the superiority of grants over tax- 
sharing is admitted, some writers assign roles to both methods under 
certain circumstances. The trend of opinion among contributors also 
favors the system of making state grants for specific purposes, accom- 
panied by adequate state control of the expenditure of such funds. 

The papers dealing with state control of local finance agree as to the 
desirability of such control, but differ somewhat as to the extent and 
type of such regulation. Some would steer a middle course between the 
extremes of laissez faire and extensive intervention. Notable among 
these is Kilpatrick, who criticizes previous experiments in state con- 
trol, re-examines the proper role of such regulation, and outlines a 
blueprint of methods for implementing his intermediate policy. His 
thoughtful and suggestive paper deserves study. The paper by Cor- 
nick, dealing with the fiscal abuses growing out of “premature sub- 
divisions,” should also be carefully read by students of causes and 
control of local expenditure. His studies of the consequences of such 
real estate practices expose a great evil in modern public finance. 

Space does not permit further comment on individual papers. Suf- 
fice it to say that, though they do not by any means exhaust this many- 
sided and difficult subject, they are all enlightening and together con- 


stitute a helpful contribution. 
K. M. WILLIAMSON 


Wesleyan University 
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Tench Coxe: A Study in American Economic Development. By HAROLD 
Hutcueson. (“Johns Hopkins University Studies in History and 
Political Science,”’ Extra Volumes, New Series, No. 26). Baltimore: 
Johns Hopkins Press, 1938. Pp. ix+227. $2.25. 

No previous study of the life or writings of the subject of this mono- 
graph has been attempted. Yet Tench Coxe as a precursor of the 
American nationalist school, “an advocate of a national economy, ex- 
ponent of an American cotton culture and manufacture, and an eco- 
nomic advisor to important political figures of his day” is not without 
interest for those concerned with the economic problems of the forma- 
tive years of the republic. Most unfortunately the author was not 
granted access to the very large collection of Coxe’s papers still in the 
possession of his descendants, which presumably would have thrown a 
great deal of light on much that still remains obscure. As a result this 
study provides us with only a rather vague idea of Coxe’s character and 
very little knowledge of his private business activities such as might 
contribute to a better understanding of his writings. It is primarily 
concerned with his activities as an office-holder and his views on public 
affairs so far as those views could be determined by his available cor- 
respondence and his identifiable publications, some forty-two of which 
are listed in the Bibliography. 

Born in 1755 into a Philadelphia family of some means and promi- 
nence, Coxe was trained in the law but entered the mercantile house in 
which his father was a partner and at the outbreak of the Revolution 
found himself the active manager. Though Coxe has been commonly 
charged with being a Loyalist, the author, finding no evidence that Coxe 
actively supported the British, defines his position as that of a neutral. 
Subsequently he was a delegate at the Annapolis Convention and at 
this period developed a keen interest in the various economic problems 
of the new nation. He actively supported the movement to secure the 
adoption of the Constitution and wrote several pamphlets addressed 
to the inhabitants of different states in furtherance of this objective. 
A persistent seeker of public office, in May, 1790, he was made an as- 
sistant to Hamilton, who doubtless found Coxe’s extensive knowledge 
of economic conditions useful in the compilation of his various reports, 
particularly that on manufactures. The exact extent of Coxe’s con- 
tribution to this document the author has been unable to determine, 
though he finds no reason to believe that Hamilton made extensive use 
of Coxe’s general ideas. Meanwhile, Coxe was also giving advice on 
various economic problems to Jefferson, and in the election of 1796, 
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despite the fact that he had supported most of Hamilton’s economic 
policies, he took a public stand against Adams. This shift the author 
attributes chiefly to fears of monarchical tendencies among the 
Federalists; but the numerous signs of a marked hostility toward Eng- 
land, chiefly due to her commercial restrictions, which appear in 
Coxe’s writings lead one to wonder whether a bit of anglophobia may 
not also have been a factor in the change. After Adams dismissed him 
from office in December, 1797, Coxe worked ardently for Jefferson’s 
election and then for office; being finally rewarded in 1803 with an 
appointment as Purveyor of Public Supplies, in which capacity he 
served till the office was abolished in 1812. Subsequently, up to 1818 
he held office, first, as a collector of revenue at Philadelphia, and later 
as a clerk of the Quarter Sessions Court; but despite persistent efforts 
he could obtain nothing more. He died in 1824. 

As here depicted Coxe was not significant as a theoretical writer. 
His analysis “was prone to be careless and superficial’ (p. 92), his 
exposition “left too much to be taken for granted” (p. 93). While his 
ideas were seldom of striking originality “there is little evidence of 
doctrinal indebtedness to other writers” (p. 194), he cites but two 
foreign writers by name, Hume and James Anderson,’ and his economic 
principles “‘so far as they can be inferred from his essays ran entirely 
counter to those of the so-called classicists” (p. 195). The position in 
which the author places Coxe, due chiefly to the latter’s emphasis upon 
a proportional development of America’s productive capacity and his 
marked optimism, is that of a precursor of the “American nationalist 
school.” His chief significance is as an active, though much less ex- 
treme, advocate of many of the policies which this school subsequently 
adopted. 

While Coxe’s public activities and writings centered about the 
problem of developing a well-rounded national economy and so led to 
his emphasizing the fostering of manufactures, because they were the 
most backward branch of the existing economy, he was not unmindful 
of the possibilities in agriculture. Commencing in 1786 he became the 
first enthusiastic advocate of cotton culture in the United States and 
near the close of his life was able to say that “never did my anticipations 
of any subject in our affairs issue in a conformity of subsequent events 
so considerable as in this case.’’ He also urged diversification of crops, 


* This statement of the author must be assumed to refer only to theoretical works, 
since in Coxe’s reply to Lord Sheffield alone there are references to Champion, 


Eden, and Necker. 
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partly to lessen the danger of overproduction and partly to provide cer- 
tain raw materials commonly imported. The fisheries and the mer- 
chant marine were other branches of the national economy for which 
he urged fostering care. In his advocacy of measures to develop 
manufactures Coxe was less extreme than his successors of the na- 
tionalistic school. He was keenly alive to the possibility of overcom- 
ing the handicap of high labor costs by the introduction of improved 
machinery and was active in practical measures designed to secure the 
adoption of new inventions. His attitude on the tariff may be called 
mildly protectionist. While he did not believe in what he called the 
forcing of manufactures and thought overseas transportation costs 
plus revenue duties often provided enough protection, there were condi- 
tions under which he was ready to advocate protective duties or 
bounties. Like the two Careys, he constantly stressed the advantages 
which would accrue to agriculture through the development of manu- 


factures. 
CHESTER W. WRIGHT 


University of Chicago 


Science and Social Welfare in the Age of Newton. By G.N. CLARK. New 
York: Oxford University Press, 1937. Pp. 159. $2.50. 


This book throws a flood of light on invention and technology in 
England from Charles II to the time of Queen Anne. The treatment, 
however, is not exhaustive; four of the five chapters were lectures at the 
University of London and the fifth was an article. The essay is careful, 
reflective, and critical. 

The author evidently brings to his historical studies a knowledge of 
modern theories of invention and finds the data of the period he is 
studying in harmony with them. For instance, the study is notable in 
showing the social conditions that give rise to scientific achievement. 
Thus the practical problems of navigation, mining, optics, and medi- 
cine greatly stimulated the growth of science, though the spirit of 
curiosity, often held to be the drive behind pure science, is recognized 
as important. However, not much is said for the great-man theory of 
inventions, even in the age of the great Newton. 

Among the social conditions that call forth inventions, economic 
incentives are strongly emphasized. The author attributes at times to 
economic factors what probably should be laid to technological prepa- 
ration. For instance, he writes (p. 45), “The [agricultural] machines 
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were invented but they were not wanted. In England, for instance, 
in 1636 Sir John Christopher van Berg took out a patent for a thresh- 
ing machine The overwhelming majority of farmers were satis- 
fied with the older equipment. Now in England it is easy to account 
for this indifference to agricultural invention. Farmers had not the in- 
centive to mechanization which has since come from dear labor.” This 
point would be very difficult to prove. Much more evidence concerning 
costs and wages would be needed. It seems to be assumed that because 
a patent was taken out in 1636 the farmers had a threshing machine 
available but did not want it because labor was cheap. But taking 
out a patent doesn’t mean that the machine is practical. Nine hundred 
patents have been taken out on a cotton picker, which is still not prac- 
tical. It required thirty-three inventors to make the threshing machine 
workable two hundred years later. Not enough appreciation is shown 
by the author for adequate technological preparation for an invention. 
He chooses to assign a lack of economic incentive as an explanation. 
While in England the cheapness of labor is held a barrier to agricultural 
machines (p. 46), in America (p. 48) it is the dearness of labor. “But 
agricultural machinery, though it developed in America before it de- 
veloped in Europe was unimportant there, too, until the nineteenth 
century. During our period family farms prevailed, and the dearness 
of labour prevented the development of large-scale exploitation.” 
The impression is gained in reading this essay that the data are 
not full enough in the seventeenth century really to prove much about 
inventions. Certainly, proof of hypotheses concerning invention is more 
nearly to be had today with the fuller records, the better statistics, 
drawings, photographs, and the more comprehensive data about social 
conditions. The book, therefore, should not be criticized for not fur- 
nishing proof. Rather these limited data of three hundred years ago 
should be viewed as illustrative and in general conforming to theories 
that are more fully verified from the more abundant data of today. 
The book is very illuminating, nevertheless, on the social conditions 
surrounding technology in Newton’s time. For instance, in 1663 saw- 
mills had to stop working because of workers’ opposition. Usually the 
citations for breaking machinery are for one hundred and fifty years 


later. 
WILuraAM F. OcBURN 


University of Chicago 
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The Middlesex Canal, 1793-1860. By CHRISTOPHER ROBERTS. (‘‘Har- 
vard Economic Studies,” Vol. LXI.) Cambridge: Harvard Univer- 
sity Press, 1938. Pp. xii+252. $3.00. 

This doctoral dissertation is the first serious study of the Middlesex 
Canal to be published as a separate book. It is based largely on re- 
search done on the records of the proprietors of the Middlesex Canal in 
the Middlesex County Commissioner’s office, and on the conscientiously 
complete papers of Laommi Baldwin, the canal’s builder, in Harvard’s 
Baker Library. Newspapers, court decisions, and broadsides have been 
consulted to a minor extent. In thirteen chapters the author describes 
economic conditions in Massachusetts after the Revolution, early canal 
projects in the state, the personalities of the promoters, the methods of 
letting construction contracts, the region the canal tapped, toll charges 
and kinds of cargoes carried, the sorts of competition the company 
faced, and financing. A 37-page Appendix contains such useful supple- 
mentary information as a list of the canal proprietors at two dates, the 
superintendent’s notes on men employed and their wages in 1800-1801, 
a list of the company’s personnel during its lifetime, and the toll rates 
at six dates. 

The Middlesex Canal, named for the county it traversed, was 
authorized in 1793 and completed in 1804. It was 28 miles long, rose 
107 feet, and had 20 locks. It ran from the Charles River at Charles- 
town outside of Boston via the Mystic Lakes to Woburn, crossed the 
Shawsheen River by an aqueduct 35 feet high, and ended at the Merri- 
mac River just above Lowell. A series of canals about the unnavigable 
places on the Merrimac river made it possible after 1814 to reach Con- 
cord, New Hampshire. It was New England’s most important artificial 
waterway. Many useful lessons in canai engineering were learned dur- 
ing its building. The chief products transported downstream were 
timber for shipbuilding, lumber, staves, charcoal, and stone. Merchan- 
dise from Boston and filler cargoes of salt, lime, and plaster went 
upstream. Lowell was not sufficiently important as a manufacturing 
center before the advent of the railroad to provide the canal much 
business. Until 1829 teamster competition gave the canal trouble. 
Then water rates were lowered and the company enjoyed a short 
period of relative prosperity until the opening of the Boston and Lowell 
Railroad in 1835. After traffic began on the Concord and Nashua Rail- 
road in 1842 the canal suffered severely, finally ceasing operations in 
1853 and officially dying seven years later. 

Dr. Roberts says that the canal was a financial failure from the 





BOOK REVIEWS 147 


outset. The proprietors were assessed for a total of $592,000 during the 
construction period. At 6 per cent interest compounded annually the 
cost, before the first dividend in 1819, was $1,620,700. Total dividends 
and a small return at time of liquidation were only $447,600. The 
proprietors did not even get their money back. 

The author has loaded page after page with lengthy quotations, ap- 
parently with the idea of presenting a more intimate picture of condi- 
tions, but the device has been overdone. Many quotations could be 
eliminated without loss, and others should have been digested by the 
author. The book seems unbalanced: two-thirds of the text is devoted 
to the ten years of survey and construction and one-quarter to the 
fifty years of operation. There is no map of the canal, although six 
pages of the Appendix carefully detail its route, now largely obliterated. 
The book improves as it goes along, the last chapter on financing being 


the best. 
Dona_Lp L. KEMMERER 


University of Illinois 


Men without Work: A Report Made to the Pilgrim Trust. Cambridge, 
England: At the University Press; New York: Macmillan Co., 
1938. Pp. xii+447. $3.00. 

The Archbishop of York describes this study as “‘a genuinely human 
document, which being readable as well as scientific, may well win the 
attention of a large public.” It is a survey of the effects of unemploy- 
ment, moral, physical, and psychological on the long unemployed indi- 
vidual and of the measures, both statutory and voluntary, devised to 
meet his needs. It was financed by the Pilgrim Trust partly for the 
purpose of further enlightenment on the baffling subject of prolonged 
unemployment and partly in order to aid the Trust in a wise allocation 
of funds. Lord Macmillan in the Preface speaks of the tendency to 
salve consciences and condone inefficacy by instituting innumerable 
committees and inquiries and by producing endless reports on unem- 
ployment. This constant output he terms the “literature of escape,” 
but he vigorously claims that the results of this “fresh, humane and 
independent” investigation do not belong to this class. 

The survey was limited in scope to individuals unemployed more 
than a year. They, the authors note, are not reabsorbed in anything 
like the same proportion as the short-time unemployed when better 
times return; hence, their problem involves not only an economic bur- 
den but moral decay. As the authors so convincingly demonstrate by 
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the wealth of material they have assembled, an unemployed man can- 
not be regarded as a commodity consigned to cold storage, through the 
medium of the dole, until needed and then taken out in prime condi- 
tion. ‘While they are in cold storage things are likely to happen to 
them.”’ Often the things that happen to these long-time unemployed 
result in putting them in the class of “unemployable for personal 
reasons.”’ The report brings much evidence to bear on the fact that the 
prolongation of unemployment is vitally connected with poverty, bad 
housing, bad education, unpleasant personal habits, poor health, and 
other vital problems. The picture is not a pleasant one. It indicates 
clearly the social waste of prolonged unemployment, its effect not only 
on the unemployed individual but also on the family and society, espe- 
cially on the lives of countless members of the younger generation. 

By adequate random sampling in six towns showing wide variation 
in economic and social conditions, a fairly representative survey as of 
November, 1936, has been obtained. It is a human and realistic docu- 
ment which furnishes many a springboard for further investigation 
into the causes and effects of one of the most tragic accompaniments 
of industrial progress—long-time or residual unemployment. 


Mary B. GILson 
University of Chicago 


New Deal: Il nuovo ordine economico di F. D. Roosevelt. By ERALDO 
Fossati. Padua: Casa Editrice Dott. Antonio Milani, 1937. Pp. 
x+296. L. 34. 

Professor Fossati presents in this volume an objective study of 
what, in a subtitle, he calls the “new economic order of F. D. Roose- 
velt.”” The development and operation of New Deal monetary, fiscal, 
agricultural, industrial, and commercial policies are described in their 
various phases, with proper reference to conditions leading to specific 
measures and to the economic and social theories underlying action 
taken. The major economic effects of the different policies are pointed 
out, and the conflicts between reform and recovery measures are noted. 
Although necessarily brief because of space limitations, the treatment 
covers the essential facts and the analysis is adequate for the purpose 
in view. Italian students of economics will undoubtedly find the book 
very useful. 

The New Deal bears some resemblances to Fascism, Fossati believes, 
but he agrees with Mussolini that any close comparison of the two 





BOOK REVIEWS 149 


would be an exaggeration. Three conditions are necessary to a full- 
fledged corporative economy—a single party, a totalitarian state, and 
high idealistic tension. Only the last was present in the New Deal, and 
it was not adequate to bring about the popular spiritual revolution 
necessary to give substantial reality to fundamental structural changes. 
But the principal weakness in Mr. Roosevelt’s system, he finds, was the 
absence of the first two conditions—President Roosevelt tried to 
achieve his ends with democratic methods and within the framework 
of the Constitution. 

American economists will be interested not so much in this study, 
which covers familiar ground, as in a forthcoming theoretical analysis 
of the problem of achieving and maintaining equilibrium in a dynamic 
economy conditioned by moral and economic standards systematically 
introduced and continuously maintained by the state in all sectors of 
economic activity, to which this is but a preliminary study. The old 
order, where salvation lay in hard work and frugality, is said to have 
been definitely superseded by a new one, in which social welfare is 
paramount to individual profit. 

DomeEnNIco GAGLIARDO 
University of Kansas 


Money, Credit and Banking. By Ray B. WESTERFIELD. New York: 
Ronald Press Co., 1938. Pp. xi+1172. $4.50. 


Though this volume was begun as a re-writing of the author’s book, 
Banking Principles and Practice, significant monetary events and 
changing “attitudes and philosophy” necessitated a new approach and 
the discarding of all but a few sections of the earlier book. The new 
volume gives much more emphasis to monetary aspects and to central 
banking, and contains a detailed analysis of recent monetary and 
banking developments. The theoretical sections are supplemented by 
descriptive and historical material drawn from both foreign and domes- 
tic sources, the writer endeavoring to provide “a simultaneous develop- 
ment of money, credit, and banking.” 

For the most part the author deals with controversial matters with 
admirable objectivity and restraint. Though he does not regard mone- 
tary management as a panacea, he recognizes the increasing scope of 
management as inevitable and as promising a positive contribution to 
economic stability. He regards devaluation as appropriate “for pre- 
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venting secular declines in the price level” but not for short-period 
changes. He provides a realistic description of the weaknesses of the 
post-war gold standard and thinks that “maybe the world is gradually 
evolving a new and elastic form of gold standard which will combine 
the advantages of the old gold standard and the recent managed cur- 
rency systems.” 

There are some points at which the author’s views are in doubt or 
open to question. The categorical statement that “value is not in- 
trinsic”’ (p. 9) is later (p. 415) restricted to the necessary relationship of 
man to the external world, but the comments hardly do justice to the 
“absolute value” concept. The inclusion of all inconvertible currency 
under fiduciary standards and the definition of fiduciary money in 
bullionist terms (pp. 55 and 60) give a bullionist taint to the writer’s 
philosophy and slight the nominalist viewpoint. Though the author 
follows the Angell and Ficek analysis of credit expansion, one is in 
some doubt as to his views on the expansion power of an individual 
American bank in light of statements made at other points (pp. 174, 
180-81, 674-75). The inclusion of ‘‘acceptances and letters of credit” 
and “notes payable” under the definition of bank credit, along with 
bank notes and deposits (p. 195), makes a regrettable departure from 
the more logical mediums of exchange definition of bank credit. 

The reviewer regrets the author’s decision to omit citations and 
references to save space, since there are some points at which teachers 
may wish ready references to source material. But, more important, 
students learn something of the literature of the field from references 
and citations. The volume itself would have been improved by some 
compression. Descriptive detail has in some connections run away 
from principles entirely, as in portions of chapters xiv—xvi. It is doubt- 
ful whether the author’s use of formulas and symbols will prove as 
informative to students as pertinent numerical illustrations and appro- 
priate names. 

These shortcomings do not detract seriously, however, from the 
value of Professor Westerfield’s exceptional book. His great labor 
should lighten the task of teachers of two-semester courses in money 
and banking by providing appropriate assignments at practically all 
points, and the encyclopedic character of the volume should make it a 
useful reference book for teachers of shorter courses as well. 


LEONARD L. WATKINS 
University of Michigan 
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